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YIELD OF THE INDIVIDUAL INCOME TAX 
DURING A RECESSION 


JOSEPH A. PECHMAN * 


LTHOUGH the individual income 
tax is of relatively recent origin in 

this country, it is now the most impor- 
tant single source of federal revenues. 
Despite its present importance, the full 
revenue potentialities of the tax have 
been recognized only comparatively re- 
cently. For almost thirty years after its 
adoption, exemptions were high, and rel- 
atively few people were subject even to 
the starting tax rate, let alone the higher 
graduated rates. In the early 1940’s, as 
a result of the urgent need for revenues 
in World War II, personal exemptions 
were reduced, and tax rates were in- 
creased, especially in the low and middle 
income brackets. At the same time 
money incomes increased substantially. 
In combination, the lower exemptions, 
higher tax rates, and higher incomes in- 
creased individual income tax liabilities 
from about $1 billion in 1939 to $17 bil- 
lion in 1945. Since the end of the war 
exemptions have been increased some- 


*The author is associate professor of finance, 
School of Industrial Management, Massachusetts In- 
stitute of Technology. This paper was prepared for 
the Conference on Policies to Combat Depression 
held at Princeton, October 30-31, 1953, under the 
auspices of the Universities-National Bureau Com- 
mittee for Economic Research. 


what, but tax rates have remained high 
even by wartime standards. In addition, 
incomes have continued to increase. The 
result has been that, in the past seven 
years, liabilities have almost doubled— 
from a little over $16 billion in 1946 to 
an estimated $32 billion in 1953. 

Almost as important as the change in 
the structure of the tax has been the 
change in methods of tax payment. 
Prior to 1943, individuals paid their 
taxes in four equal installments in the 
year following the receipt of income. 
Now, taxes are withheld currently from 
wages and salaries; individuals with 
other incomes are required to estimate 
their liabilities and to pay their taxes in 
four installments beginning in March 
fifteenth of the current year and end- 
ing on January fift.enth of the follow- 
ing year. Two important by-products 
of this current-payment system are that 
it synchronizes tax payments closely 
with receipt of income and permits tax 
rates to be raised or lowered at any time 
during the year, with assurance that the 
changes will affect disposable incomes of 
most taxpayers almost immediately. 
These features of the individual income 
tax make it admirably suited for eco- 
nomic stabilization purposes. 
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Both the revenue potential of the 
individual income tax and its adapta- 
bility to changing economic conditions 
have been illustrated dramatically in the 
past four years. In June, 1950, the 
Congress was engaged in a revision of 
the tax system which had been promised 
since the end of World War II. An 
excise-tax bill was then in process and 
the House had already voted a $1 billion 
tax reduction. The greatly increased 
revenue needs of the Korean emergency 
were imposed in the midst of this tax- 
reduction atmosphere. As an interim 
measure, the bill was quickly rewritten 
in the Senate and, within a few weeks, 
the excise-tax reductions were elimi- 
nated and corporation and individual 
income tax rates were raised by $4.6 bil- 
lion in a full year, Of this total yield, 
the individual income tax contributed 
$2.9 billion." The Act was approved by 


the President on September 23, 1950 
and the higher withholding rates became 
effective October 1, 1950. 

Again in 1951, the individual income 
tax was called upon to produce addi- 


tional revenues. Under the 1951 Act, 
which was effective November 1, 1951, 
tax rates in all the major categories of 
the federal tax system were increased to 
produce $5.4 billion in a full year.” The 
individual income tax contributed $2.5 
billion of this additional yield.* 

Even though the individual income 
tax remained unchanged between the 
fall of 1951 and the end of 1953, its 
yield increased as incomes rose. At 


1 The Revenue Act of 1950, mimeograph by the 
Treasury Department, dated December 20, 1950, 


2 The Revenue Act of 1951, mimeograph by the 
Treasury Department, dated November 14, 1951. 


3 The combined $5.4 billion increase in individual 
income taxes between October, 1950, and November, 
1951, may appear to be small in absolute terms, but 
it is actually a substantial fraction—one-fifth—of the 
rise in personal incomes in this 13-month period. 
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1951 income levels, the yield of the 
1953 rates and exemptions would have 
been approximately $27 billion. As al- 
ready indicated, the individual income 
tax probably produced $32 billion in 
1953. During the same period, total 
adjusted gross incomes in the United 
States increased from $227 billion to 
about $252.5 billion. Thus, the $25.5 
billion increase ‘in total incomes was 
associated with a rise in individual 
income tax liabilities of $5 billion; 
“built-in flexibility” therefore averaged 
$1.9 billion for every $10 billion in- 
crease in total incomes, or 0.19.4 

The built-in flexibility of the indi- 
vidual income tax as economic activity 
drops cannot be estimated precisely, 
since we have had over a dozen years of 
almost sustained rise in incomes. How- 
ever, a workable approximation can be 
obtained on the basis of the behavior of 
the individual income tax in the recent 
past. The basic data needed for the 
analysis are available in official govern- 
ment publications. The problem is to 
select from the great mass of informa- 
tion the materials which are required to 
measure changes in the components of 
the individual income tax structure as 
incomes change. Part I will be devoted 
to this analysis. 

In Part II, we will attempt to show 
how the built-in flexibility of the indi- 
vidual income tax can be supplemented 
by discretionary changes in rates and 
exemptions. Our objective in this part 
is to determine the direct revenue effects 
of these discretionary measures. An 
evaluation of their potential contribu- 
tion to the maintenance of individual 


4The term built-in flexibility should be distin- 
guished from elasticity. Built-in flexibility equals 
AT/AY, while elasticity equals AT/T - Y/AY, where 
l == tax liability and Y=income. The figures cited 
above yield an elasticity of 1.6 (using the average 
1951-1953 levels for T and Y). 
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spending is beyond the scope of this 
paper. 

The results of the analysis may be 
summarized briefly as follows: 


1. Even though personal exemptions 
were somewhat higher than they were 
during World War II, the individual in- 
come tax base (i.e., total income after 
deductions and exemptions) reached an 
all-time high in 1953. It is estimated 
that the base in 1953 was $117 billion, 
or 46 per cent of total adjusted gross 
income in the United States. 

2. The $32 billion yield of the indi- 
vidual income tax in 1953 was also an 
all-time high. The tax reduction which 
became effective on January 1, 1954, 
reduced liabilities by $3 billion, or al- 
most 10 per cent, assuming incomes 
remain at 1953 levels. 

3. Based on the record in the post- 
World War II period, the built-in flexi- 


bility of the individual income tax base 


is roughly .65. That is, a $10 billion 
change in total adjusted gross income 
produced a $6.5 billion change in the 
tax base. Our data indicate that the 
built-in flexibility of the tax base has 
not changed significantly since 1946, 
even though total incomes have risen by 
almost $100 billion. 

4. At 1953 tax rates, the average 
effective rate applying to the tax base 
would have been roughly 27 per cent in 
each year since 1948. (While this result 
may be surprising, it can be explained 
by the fact that a large proportion of 
the additions to the tax base has been 
concentrated in the lowest tax brackets. ) 
Since the average rate remained about 
the same during the period 1948-1953, 
it follows that the marginal rate apply- 
ing to additions to the tax base was 
about equal to the average rate. 

§. Since both the built-in: flexibility 
of the base and the marginal rate appear 


to have been constant, the built-in flexi- 
bility of the individual income tax was 
also roughly constant. At 1953 rates, 
it was between .17 and .18 (.65 X .27). 
Due to the 10 per cent tax reduction at 
the beginning of this year, the built-in 
flexibility of the tax at 1954 rates will 
probably be 10 per cent lower, or be- 
tween .15 and .16. Thus, at this year’s 
tax rates, the individual income tax will 
automatically offset $1.5 or $1.6 billion 
of a $10 billion decline in total adjusted 
gross income. (This would be in addi- 
tion to the $3 billion tax reduction at 
the beginning of the year.) 

6. At 1953 income levels and 1954 
rates, a reduction of one percentage- 
point in the tax rates in all surtax 
brackets would reduce tax liabilities by 
$1.2 billion; an increase in exemptions 
from $600 to $700 per capita would 
reduce liabilities by $2.5 billion. In 
combination, these changes in rates and 
exemptions would reduce tax liabilities 
by $3.6 billion. However, as incomes 
decline, built-in flexibility would reduce 
the size of the tax base and, hence, the 
tax reduction that might be obtained 
from rate and exemption changes. For 
example, if total adjusted gross incomes 
fell by $50 billion, the combined effect 
of a $100 increase in exemptions and a 
general rate reduction of one percent- 
age-point would be $2.8 billion. 

7. Moderate rate and exemption 
changes combined with the effect of 
built-in flexibility can provide fairly 
substantial offsets against moderate de- 
clines in income. For example, if ad- 
justed gross incomes drop by $25 bil- 
lion, or 10 per cent below 1953 levels, 
built-in flexibility would reduce tax 
liabilities by $4 billion, and a one per- 
centage-point rate reduction combined 
with an increase in exemptions to $700 
would reduce them another $3.2 billion. 
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In total, the offset would be $7.2 billion, 
or almost 30 per cent of the $25 billion 
drop in total income. 

8. The larger the decline in individual 
incomes, the more difficult it becomes to 
offset the decline through the individual 
income tax alone. For example, to off- 
set 30 per cent of a $50 billion drop in 
total income below 1953 levels, it would 
be necessary to raise exemptions to $700 
per capita and to reduce the tax rates 
in all brackets by 7 percentage-points. 
Much more drastic changes in rates and 
exemptions would be required to offset 
as much as one-quarter or one-third of 
a larger drop in income. 


I, BUILT-IN FLEXIBILITY OF THE 
INDIVIDUAL INCOME TAX 


The analysis begins by tracing the 
changes in the individual income tax 
base since 1939. Since the base is af- 


fected by changes in exemptions and 


deductions, the historical record cannot 
be used directly to measure the built-in 
flexibility of the base at the present 
time. Accordingly, we convert the rec- 
ord since the end of World War II to 
a comparable basis by adjusting for 
changes in exemptions and deductions. 
We then estimate the yields of the ad- 
justed base in each year since 1948 
(when the present exemptions and in- 
come splitting were adopted) on the 
basis of present tax rates. In this way, 
we measure not only the built-in flexi- 
bility for the individual income tax as 
a whole, but also the relative contribu- 
tions to this flexibility of changes in the 
tax base on the one hand and the gradu- 
ated tax rates on the other. 


Coverage of Tax Returns 

Changes in the individual income tax 
base depend primarily on changes in the 
total amount of adjusted gross income 
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received. This is the sum of all taxable 
sources of income in a given year before 
allowing for personal exemptions and 
deductions. It includes wages and sala- 
ries, interest (other than that paid by 
state and local governments) , dividends, 
rents and royalties, business incomes, 
capital gains, and a number of other 
minor sources.” The principal items of 
personal income that are specifically ex- 
empt are nonmoney and imputed in- 
comes and transfer payments. 

A good estimate of the adjusted gross 
incomes reported by individuals filing 
returns can be obtained from the annual 
tabulations in Statistics of Income, but 
relatively little is known about the 
amounts not reported.® If the Statistics 
of Income total is compared with an 
income aggregate, such as the Depart- 
ment of Commerce estimate of personal 
income, a very large “ gap” is found. 
For example, personal income exceeded 
total adjusted gross income reported on 
tax returns by an average of $46 billion 
or about 22 per cent in the period, 
1948-1950. Actually, a sizable por- 
tion of the gap can be accounted for by 
differences in definition. There is, of 
course, evidence of nonreporting and 
underreporting of income on tax re- 
turns, but the unadjusted gap overstates 
these amounts by a substantial margin. 

To obtain estimates of total adjusted 
gross income (including the incomes of 
persons not filing returns), we start 
with the Department of Commerce esti- 
mates of personal income and make two 
sets of adjustments: first, items included 
in personal income but not subject to 


5 E.g., incomes from estates and trusts, annuities 
and pensions (other than old age and survivors’ in- 
surance and railroad retirement benefits), gambling 
winnings, competitive prizes, awards, etc. 


® The Statistics of Income tabulations are based on 
a large sample of tax returns and the sampling error 
of the income aggregate is small. 
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tax are subtracted from personal in- 
come; second, several items included in 
taxable income but not in personal in- 
come are added.*? The most important 
items which are subtracted are transfer 
payments, other labor income, income 
in kind, imputed interest, and nontaxa- 
ble military pay and allowances. The 
most important additions are for em- 
ployee contributions to social insurance 
and net gains from the sale of assets. 
The adjustments are illustrated in detail 
in Appendix Table A for one year 
(1948). Some of the adjustments may 
be estimated fairly accurately and others 
are little better than informed guesses. 
Fortunately, the largest adjustments can 
be obtained directly from the income 
accounts published by the Department 
of Commerce and from Sfatistics of 
Income.® 

Total adjusted gross income and per- 
sonal income are compared in Table 1 
for the years 1939 through 1953.° In 
every year since 1939, personal income 
has exceeded adjusted gross income. 
Percentage-wise, the differences are larg- 
est in 1942-1945, when much of the pay 
of members of the armed forces was not 
subject to tax. For the other years, 
adjusted gross income averaged 11-12 
per cent less than personal income."® 


7 The laborious job of reconciling personal income 
and adjusted gross income was pioneered by Mrs. 
Selma Goldsmith. See her article “ Appraisal of Basic 
Data Available for Constructing Income Size Dis- 
tributions,” Studies in Income and Wealth, Vol. XIII, 
Part VI. 


8S Except for employee contributions for social in- 
surance, the estimate of taxable income not included 
in personal income covers only amounts reported by 
individuals filing returns. Since nonfilers also receive 
such incomes, our figures understate total adjusted 
gross income somewhat. 


9 The 1953 estimate of adjusted gross income as- 
sumes that personal income amounted to $284 billion 
for the year. 


10 Tt should be noted that the concept of adjusted 
gross income dates back to 1944. For each of the 
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TABLE 1 
COMPARISON OF ToraL PersonaL AND AbJUSTED 
Gross Income, 1946-1953 
(Dollar amounts in billions) 


Difference 
Agno Per Cent 
Income 


Personal 


Year 
Income 


Amount p, ® 
Personal 


Income 





1939 
1940 
1941 
1942 
1943 


1944 
1945 
1946 
1947 
1948 


1949 
1950 
1951 
1952 
1953 


$ 72.6 
78.3 
95.3 

122.7 
150.3 


165.9 
171.9 
177.7 
191.0 
209.5 


205.9 
226.7 
254.3 
269.7 
284.0 * 


$ 63.4 $ 92 
69.1 92 
84.0 11.3 

105.9 16.8 
127.7 22.6 


136.8 
139.9 
155.1 
170.9 
184.4 


181.9 
200.4 
226.9 * 
240.2 * 
252.4 * 


12.7 
11.7 
11.9 
13.7 
15.0 


175 
18.6 
12.7 
10.5 
12.0 


12.1 
11.6 
108 
10.9 
11.1 


* Estimates based on incomplete data. 


Table 2, which compares the adjusted 
gross income reported by all individuals 
filing returns (including nontaxables) 
with the total adjusted gross income 
shown in Table 1, measures the changes 
in the coverage of federal tax returns 
since 1939. The siriking feature of this 
table is the sharp rise in income covered 
by tax returns in the last 13 years. In 
1939, about 40 per cent of all adjusted 
incomes was reported on tax returns. 
The percentage rose sharply between 
1939 and 1942 and then more gradually 
thereafter; in 1953 income tax returns 
probably covered about 92 per cent of 
total adjusted gross income. It is note- 
worthy that the trend was not reversed 
when exemptions were increased in 1946 
and 1948. This is explained by the fact 
that millions of individuals continue to 
file, even though they are not taxable, 
in order to claim refunds on account of 





prior years, the estimates are derived from the defini- 
tions of taxable income then in effect. 
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overwithholding or overpayment of tax 
on estimated declarations.'' Thus, the 
upward sweep of income overwhelmed 
the effect of the increased exemptions, 
and the income coverage of tax returns 
continued to increase.’ 


TABLE 2 
Proportion or Toran Apsustep Gross INCOME 
Reporte oN INpivipuar Income Tax 
Returns, 1939-1953 
(Dollar amounts in billions) 
Adjusted Gross 


Income Reported 
on Tax Returns 


Total 
Adjusted 
Gross 
Income 


Year 
Per Cent 


Amount of Total 


39.7 
57.0 
744 
80.2 
83.8 
85.2 
85.8 
86.5 
87.6 
88.7 
88.3 
89.4 
90.7 
91.3 
91.7 


$ 25.2 
39.4 
62.5 
84.9 

105.7 


116.5 
120.1 
134.1 
149.7 
163.5 


160.6 
179.1 
205.9 
219.2 
231.4 


1939 
1940 
1941 
1942 
1943 


1944 
1945 
1946 
1947 
1948 


1949 
195°) 
1951 * 
1952 * 
1953 * 


$ 63.4 
69.1 
84.0 

105.9 
127.7 
136.8 
139.9 
155.1 
170.9 
184.4 
181.9 
200.4 
226.9 
240.2 
252.4 


* Estimates based on incomplete data, 


11 Actually, all persons with gross incomes of $600 
or more are required to file returns, whether they are 
taxable or not. However, the incentive provided by 
the prospective refund check is much more significant 
for most nontaxable individuals than the legal re- 
quirement to file. For the year 1950, 62 per cent of 
the 14.9 million nontaxable individuals who filed 
federal income tax returns received refunds. 


12 A discussion of the gap between personal and 
adjusted gross income which remains after adjust- 
ments are made for underreporting of income is be- 
yond the scope of this paper. However, by pushing 
the above calculations a little further, a rough out- 
side limit may be obtained. 

The Audit Control Program conducted by the In- 
ternal Revenue Service (summarized by Marius Far- 
rioletti in the National Tax Journal, March, 1952, 
pp. 65-78) indicates that, if every return in 1948 
were audited, the government would collect 9 per cent 
more tax than the total amount voluntarily reported, 
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Derivation of the Tax Base 


The derivation of the individual in- 
come tax base is shown in Appendix 
Table B, again using the year 1948 for 
illustrative purposes. This table dupli- 
cates the steps in the computation of 
taxable income on Page 3 of the indi- 
vidual income tax Form 1040. From 
the adjusted gross income of taxable 
individuals, we subtract personal deduc- 
tions and personal exemptions and, in 
addition, the amount of capital gains 
subject to the flat alternative tax rate.' 
The result is ‘“‘surtax net income,” 
which is equivalent to the individual 
income tax base for all practical pur- 
poses.'* 


or 8 per cent of the correct tax liability. A sub- 


stantial proportion of this tax deficiency is the result 
of errors in claiming exemptions and deductions and 
mathematical errors which affect the tax liability 
without altering adjusted gross income. Accordingly, 
the underreporting of adjusted gross income is sub- 
stantially less than 8 per cent—probably in the 
neighborhood of about 4 per cent. 

Subtracting this 4 per cent from the 11 per cent 
of adjusted gross income not covered by tax returns 
in 1948 (see Table 2), the gap is reduced to about 7 
per cent. Even this percentage is too high, because it 
does not take into account the incomes of persons not 
required to file. According to an estimate by Ulric 
Weil, these nonfilers received roughly 2 per cent of 
our estimated adjusted gross 1948. 
(Journal of the American Statistical Association, 
September, 1950, p. 445.) 
of no more than § per cent. 
may be less than 5 per cent because (a) the sample 
of the Internal Revenue Service was confined to per- 


income in 


This leaves a discrepancy 
The actual discrepancy 


sons who filed returns and, therefore, failed to pick 
up the incomes of those who did not file, and (b) it 
is hardly likely that the field audits disclosed all the 
incomes not reported by taxpayers. 

It should be noted that the 5 per cent estimate is 
an average which conveals significant variations for 
different income sources. 


13 As a final adjustment, the small amount of in- 
come of taxable fiduciaries which is subject to the in- 
dividual income tax rates is added to the taxable in- 
come of individuals. 


14 Although surtax net income differs from income 
subject to the normal tax rate, the difference is less 
than $100 million, or roughly 0.1 per cent of total 
surtax net income. 
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The relationship between total ad- 
justed gross income and surtax net in- 
come is shown in Table 3 for the years 
1939-1953. The estimates of surtax net 
income were derived from Statistics of 
Income through 1950, the last year for 
which these tabulations are now avail- 
able. To complete the series from 1951 
through 1953, it was necessary to ex- 
trapolate the adjustments itemized in 
Appendix Table B.’® 


TABLE 3 
RELATIONSHIP BETWEEN Tora ApsuSTEeD INCOME 
AND Surtax Net Income, 1939-1953 


(Dollar amounts in billions) 


Surtax Net Income 
Total 
Adjusted 
Gross 
Income 


Per Cent of 
Adjusted 
Gross 
Income 


Year 
Amount 


1939 
1940 
1941 
1942 
1943 


1944 
1945 
1946 
1947 
1948 


1949 
1950 
1951 * 
1952 * 
1953 * 


$ 63.4 $ 75 
69.1 11.0 
84.0 23.0 

105.9 36.3 
127.7 50.1 


136.8 55.3 
139.9 56.7 
155.1 64.8 
170.9 75.2 
184.4 74.6 


181.9 716 
200.5 83.9 
226.9 99.9 
240.2 109.0 
252.4 117.2 


118 
15.9 
27.4 
34.3 
39.2 
40.4 
40.5 
418 
44.0 
40.5 


39.4 
41.8 
44.0 
45.4 
46.4 


* Estimates based on incomplete data. 


Table 3 shows the tremendous in- 
crease in the proportion of adjusted 
gross income subject to tax which re- 
sulted from the reductions in exemp- 
tions in the early 1940’s and the persist- 
ent rise in income since the beginning 


of World War II. In 1939 the tax base 


15 For the year 1951, estimates by the Treasury 
Department were helpful as guides in the extrapola- 
tion. (See the distribution given in the Annual Re- 
port of the Secretary of the Treasury, Fiscal Year 
1952, p. 483, Table VI.) For the years 1952 and 
1953, the extrapolation is entirely my own. 
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was $7.5 billion, or only 12 percent of 
adjusted gross income; by 1947, it was 
$75 billion, or 44 per cent. The up- 
ward trend was interrupted by the in- 
crease in the per capita exemption from 
$500 to $600 in 1948 and by the slight 
fall in income in 1949. Beginning in 
1950, however, the trend upward was 
reestablished as incomes rose. In 1953 
it is estimated that the tax base was at 
an all-time peak of $117 billion, about 
46 per cent of total adjusted gross in- 
come. 


Correction of the Tax Base for 
Changes in Exemptions 
and Deductions 


The important statutory changes that 
have affected the tax base in the post- 
World War II period are: (1) an in- 
crease in the per capita exemption from 
$500 to $600; (2) an allowance of an 
additional exemption of $600 for tax- 
payers who are over 65 years or blind; 
and (3) an increase in the maximum 
standard deduction for single persons 
and married persons filing joint returns 
from $500 to $1,000. Since these pro- 
visions were enacted in 1948, it was 
necessary to adjust the 1946-1947 esti- 
mates of surtax net income to obtain a 
comparable series based on present ex- 
emptions and deductions."® 

The corrected surtax net income series 
is compared with total adjusted gross 
income in Table 4. The effect of the 
adjustments in 1946 and 1947 is to give 
a series which rises continuously from 
1946 through 1948, falls slightly in 


16 The effect of the additional exemption for the 
aged and the blind was difficult to determine, since 
there are no statistics on the number of such tax- 
payers in 1946 and 1947. 
assumed that the annual increase in the number of 


As a rough guide, it was 


exemptions for the aged was the same in the 2-year 
period, 1946-1948, as it was between 1948-1949 and 
that there was no change in the number of exemp- 
tions for the blind between 1946 and 1948. 
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1949 as a result of the small drop in 
incomes in that year, and then rises con- 
tinuously from 1950 through 1953. 

Over the entire period, 1946-1953, 
total adjusted gross incomes rose from 
$155.1 billion to $252.4 billion, an in- 
crease of $97.3 billion. At present’ex- 
emptions and deductions, the tax base 
rose from $55.9 billion to $117.2 billion, 
an increase of $61.3 billion. Thus, 
from 1946 to 1953, the tax base in- 
creased about $6.3 billion for every $10 
billion increase in total adjusted gross 
income. 


TABLE 4 


RELATIONSHIP BETWEEN ToraL ApJusTED Gross 
IncoMe AND Surtax Ner Income, AssumM- 
1NG 1953 Exemprions AND Depucrions, 
1946-1953 


(Dollar amounts in billions) 


Surtax Net Income 
Assuming 1953 
Exemptions 
Total and Deductions 
Adjusted 
Gross 
Income 


Year Per Cent 
of Total 
Adjusted 
Gross 
Income 


Amount 


36.0 
38.4 
40.5 
39.4 
418 
44.0 
45.4 
46.4 


$ 55.9* 
65.7 * 
746 
71.6 
83.9 
99.9 

109.0 
117.2 


$155.1 
170.9 
184.4 
181.9 
200.5 
226.9 
240.2 
252.4 


1946 
1947 
1948 
1949 
1950 
1951 t 
1952 ¢ 
1953 t 


* Adjusted for changes in exemptions and 
deductions under the Revenue Act of 1948. 
+ Estimates based on incomplete data. 


These are average figures and there- 
fore may cover up significant year-to- 
year variations. To determine whether 
such variations have in fact occurred, 
the ratios of the increase in the tax base 
to the increase in total adjusted gross 
income were computed for each year in 
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the period, 1946-1953. The results are 
given in Table 5.'7 

As might be expected, this table 
shows some small, erratic changes from 
year to year, since the basic figures are 
not accurate enough to provide precise 
estimates, It is interesting to find, how- 
ever, that the ratios are remarkably 
stable, varying from a low of .61 for 
1950-1951 and a high of .68 billion for 
1951-1952. Equally important, the fig- 
ures do not indicate any tendency to 
increase as incomes increased. We con- 
clude that the built-in flexibility of the 


TABLE 5 
Buit-In Fiexisinity or tHe INDIVIDUAL 
Income Tax Base, 1946-1953 


(Dollar amounts in billions) 


Ratio of 
Increase 
in Surtax 
Net Income 
to Increase 
in Adjusted 
Gross 
Income 


Increase 


Total 
Adjusted 
Gross 
Income * 


Surtax 
Net 


Income * 


Years 


$15.8 $98 62 
13.5 8.9 67 
18.6 12.3 66 
26.4 16.0 61 
13.3 9.1 68 
12.2 8.2 67 


1946-1947 
1947-1948 
1949-1950 
1950-1951 
1951-1952 
1952-1953 


* Based on data in Table 4. 


tax base is roughly .6-.7 for the income 
ranges covered by our data. 


17 The change from 1948 to 1949 is not included 
in Table 5 because of the elimination of the tax ex- 
emption accorded to servicemen, effective January 1, 
1949. As a result of this change, adjusted gross in- 
come was understated in 1948 relative to 1949. Sur- 
tax net income was probably not affected to the same 
extent, since mach of the servicemen’s salaries would 
have been absorbed by personal exemptions and de- 
ductions had they been taxable in 1948. Rough cal- 
culations indicate that the built-in flexibility of the 
tax base between these two years was probably in the 
neighborhood of 0.63, if this element of non-com- 
parability is removed. This is within the range of 
the figures for the other years in the period 1946- 
1953, shown in the last column of Table 5. 
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Correction of Tax Liabilities for 
Changes in Rates 


To measure the effect of the gradu- 
ated rate structure on built-in flexi- 
bility, it is necessary to convert the 
individual income tax liabilities as given 
in Statistics of Income to a comparable 
series, assuming 1953 rates, exemptions, 
and deductions. This conversion can be 
made on the basis of the estimated 
changes in tax liabilities prepared by the 
Treasury Department after the passage 
of the revenue bills enacted since 1948."* 
Appendix Table C shows the steps in 
the procedure used to obtain the cor- 
rected series. This series extends back 
only to 1948, when income splitting and 
present exemptions and deductions were 
adopted.*® 

Table 6 compares the corrected tax 
liability figures with the tax base at 


TABLE 6 
Comparison or Totar Tax LIABILITIES AND 
Surtax Net INcomg, ar 1953 Rares 
AND Exemptions, 1948-1953 
(Dollar amounts in billions) 


Surtax 
Net 
Income 


Effective 
Rate 


Tax 


Year —_riability 


$ 746 27.1 
716 26.5 
83.9 27.3 
99.9 27.1 

109.0 27.1 

117.2 27.3 


1948 
1949 
1950 
1951 
1952 
1953 


$20.2 
19.0 
22.9 


present exemptions and deductions for 
the years 1948-1953. The average effec- 
tive rates applying to the tax base in 
each year are shown in the last column 


18 See the summaries of the Revenue Acts of 1950 
and 1951, cited in footnotes 1 and 2. 


19 Tt is possible to recompute the tax liability fig- 
ures for 1946 and 1947, but this would require a 
long series of time-consuming computations to cor- 
rect for the change in exemptions and income split- 
ting. 
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of this table. Again, it should be noted 
that the estimates are not reliable enough 
to warrant attaching significance to 
small variations. Neglecting these small 
variations, however, it appears that, at 
1953 rates and exemptions, individual 
income tax liabilities were roughly 27 
per cent of the tax base and that this 
average rate did not change significantly 
between 1948 and 1953.7° 

The fact that the average rate re- 
mained unchanged implies that the mar- 
ginal rate on the additions to the tax 
base was about equal to this average 
rate. This may appear to be a surpris- 
ing result, in view of the fact that we 
are dealing with a graduated rate struc- 
ture. Actually, however, there is no 
basis for judging how the marginal rate 
will behave. It can go up or down, or 
remain constant, depending on the dis- 
tribution of the increased income and 
the rate structure. 

The constancy of the marginal rate 
under the present rate structure during 
the past few years is, of course, an his- 
torical accident, and it may well be due 
to offsetting errors in the various ap- 
proximations we were forced to make to 
estimate the tax base and tax yields at 
present rates and exemptions. How- 
ever, it is not unreasonable in view of 
the following considerations: (1) Prac- 
tically all of the taxable incomes of those 
who become subject to tax for the first 
time, as incomes rise, is subject to tax 
at the first bracket rate. (2) If it is 
assumed that adjusted gross incomes in- 
crease approximately proportionately 
throughout the income scale, the in- 


20 An interesting by-product of this result is that 
the average effective rate in 1953 exceeded the first 
bracket rate of 22.2 per cent by only 4.8 percentage 
This means that only about 18 per cent of 
27) was attributable to 


points. 
the total tax yield (4.8 
graduation above the first bracket. 
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crease in surtax net income will be much 
larger proportionately for low than for 
high income taxpayers.*' The changes 
in the relative distribution of income in 
the past few years were probably not 
large enough to overcome this tendency. 
(3) The surtax brackets are so wide 
that few low income taxpayers are 
likely to be pushed into higher brackets 
as their incomes increase.” Thus, a 
large proportion of any increase in in- 
come is bound to fall in the two lowest 
brackets, where the rates are below the 


Our finding that the 


average rate.”* 


average rate in 1953 was about the 
same as the average rate in 1948 implies 


21 For married 
(each with two children) have adjusted gross in- 
comes of $3,000 and $8,000. 


crease by 10 per cent, their surtax net incomes will 


example, assume two taxpayers 


If their incomes in- 


increase by 190 per cent and 15 per cent, respec- 
tively. This result was obtained as follows: 
Taxpayer A Taxpayer B 
Adjusted 
gross 
income 
Deductions 
(10%) 300 


$3,000 $3,300 $8,000 $8,800 


330 800 880 


7,200 
2,400 


7,920 
2,400 


2,700 
2,400 


2,970 
2,400 


Net income 
Exemptions 
Surtax net | 
income 300 570 
190% 


§,520 
15% 


4,800 
Yo increase 


22 Since the enactment of income splitting in 1948, 
the brackets for married couples have been, in effect, 
doubled. Thus, whereas the statutory rate brackets 
cover $2,000 of taxable income at the bottom of the 
income scale, the actual rate brackets for married 
persons, after income splitting is taken into account, 
cover $4,000 of taxable income. (See Appendix 
Table D.) In terms of adjusted gross income, this 
means that a married man with no children remains 
taxable at the first bracket rate if his income varies 
from $1,333 to $5,778; if he has two children, he 
remains taxable at che first bracket if 
varies from $2,667 to $7,111. 
assume the taxpayer elects the optional standard de- 


his income 


(These computations 


duction. ) 


23 For 1953, the marginal rates in the first two 
brackets are 22.2 and 24.6 per cent. 
Table D.) 


per cent. 


(See Appendix 


As noted above, the average rate is 27 
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that the effect of graduation in the 
higher brackets was just enough to off- 
set the effect of the additions to the tax 
base at the bottom of the taxable income 
scale, 

Assuming for the moment that this 
conclusion is correct, the built-in flexi- 
bility of the individual income tax may 
be established within fairly narrow 
limits. As indicated above, the tax base 
has tended to increase by $6-7 billion 
for every $10 billion increase in total 
adjusted gross incomes. Applying the 
27 per cent marginal rate to this range, 
we obtain an increase of $1.6-$1.9 bil- 
lion in fax. 

If the marginal rate to be applied to 
the increase in the tax base differs from 
the effective rate, the range is increased. 
Since the first bracket rate was 22.2 per 
cent in 1953, it is hardly likely that the 
marginal rate was much lower than 25 
per cent or much higher than 30 per 
cent. Applying the 25 per cent rate to 
the lower limit established for the 
built-in flexibility of the tax base ($6 
billion) and the 30 per cent rate to the 
upper limit ($7 billion), we find that 
the individual income tax would have 
increased between $1.5 billion and $2.1 
billion for every $10 billion increase in 
total adjusted gross incomes, if 1953 tax 
rates had been applicable since 1948. 

In either case, it seems clear that, at 
1953 rates, built-in flexibility alone 
would offset no more than about 20 per 
cent of a change in total income under 
present rates and exemptions. Our best 
guess is that the offset is more likely 
to be in the neighborhood of 17 or 18 
per cent. Moreover, tax rates were re- 
duced by an average of almost 10 per 
cent beginning January 1, 1954. I¢ fol- 
lows that, at this year’s tax rates, the 
offset due to built-in flexibility will 
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TABLE 7 
EstiMATep Dis?TRIBUTION OF SuRTAX Nev INCOME BY SIZE AND BY Rate Brackets, 1953 


(Number of taxpayers in millions; surtax net income in billions) 


Distribution of Surtax Net Income by Rate Brackets 
Surtax 
Net 


Income 


Number 
of Tax- 
payers * 


Surtax Net 


0) 
Income Class $2,000— 


4,000 
(24.6%) 


$4,000- 
6,000 
(29%) 


$6,000- 
8,000 
(34%) 


$8,000 
& Over 
(38-92% ) 


$0—2,000 
(22.2%) 


$ 0-2,000 63.0 $ 53.0 $53.0 

2,000—4 000 10.0 27.0 20.0 

4,000—6,000 20 9.0 1.0 ; $1.0 
6,000-8,000 0.7 4.7 14 ! 14 
8,000 & over 1.3 2.6 


Total 


$0.5 
23.5 2.6 2. 26 26 


$117.2 $15.0 


$13.1 


$81.0 $5.0 $3.1 $13.1 


77.0 


* Married couples are counted as two taxpayers, each with half of the combined surtax net 


income, 


probably be about 15 or 16 per cent. 
This conclusion is based on data for a 
period of almost continuously rising in- 
comes, and we cannot predict whether 
it can be applied to a cyclical down- 
swing. It seems clear, however, that 


only substantial changes in the relative 


distribution of income will alter the 
result significantly. 


Il, DISCRETIONARY CHANGES IN RATES 
AND EXEMPTIONS 


As was demonstrated in the year fol- 
lowing the outbreak .of hostilities in 
Korea, rate changes can be employed to 
increase revenues substantially and 
quickly. They can be equally effective 
in reverse in the event that revenue de- 
ductions are called for. If necessary, 
substantial additional reductions can be 
made by raising the personal exemp- 
tions. In combination, as the following 
discussion will show, rate and exemption 
changes would greatly increase the off- 
set to a drop in individual incomes 
which can be expected from built-in 
flexibility alone. 


Rate Reductions 


The effect of various types of rate 


reductions can be computed from a 
distribution of the tax base by rate 
brackets. Such a distribution is shown 
in Table 7, which is based on estimates 
for calendar year 1953. Columns (2) 
and (3) show the number of taxpayers 
and their surtax net incomes distributed 
by surtax net income classes.** The last 
five columns distribute the surtax net 
income by rate brackets.”° 

The shape of the distribution of sur- 
tax net incomes by rate brackets is very 
different from the distribution by size 
shown in column (3). Whereas tax- 


24 In this table, married couples are counted as two 
taxpayers and their combined incomes are divided 
equally between the two spouses. 


25 For example, taxpayers with surtax net incomes 
between $2,000 and $4,000 received an estimated 
total of $27 billion. We know that they were taxed 
at the first bracket rate on their first $2,000, and at 
the second bracket the remainder. Since 
there were 10 million taxpayers in that bracket, 
$2,090 * 10 million, or $20 billion, was taxable at 
the first-bracket rate and the remaining $7 billion 
We proceed 
in this way for each bracket, each time multiplying 


rate on 


was taxable at the second-bracket rate. 


the size of the bracket by the number of taxpayers; 
the entry for the last bracket is computed by sub- 
tracting the entries for all of the lower brackets 
from the total surtax net income in the class. The 
totals for the columns give the total amount of sur- 
which was taxable at the various 


tax net income 


bracket rates. 
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payers with surtax net incomes of less 
than $2,000 account for 45 per cent of 
total surtax net income, the first bracket 
accounted for 69 per cent of the total. 
By contrast, taxpayers with surtax net 
incomes of $8,000 or more accounted 
for 20 per cent of total surtax net in- 
come, but only 11 per cent was taxable 
at the rates applying to the brackets 
above $8,000. 

Given the data in Table 6, it is sim- 
ple to estimate the revenue effects of 
rate changes and their distribution by 
‘brackets. The following magnitudes 
may be helpful in judging the revenue 
potential of rate reductions: 


1) Each percentage-point reduction 
in the rates in all brackets would reduce 
revenues at 1953 income levels by al- 
most $1.2 billion. 

2) A reduction of one percentage- 
point in the first bracket rate would lose 
$810 million. By contrast, the same 
reduction in all tax rates above the first 
bracket would lose $360 million. Thus, 
a one percentage-point reduction in the 
first bracket rate is equivalent to a re- 
duction of about 2'4, percentage-points 
in all other rates. 

3) Reductions in the first bracket 
rate would be heavily concentrated in 
the lowest income classes. Of the $810 
million loss resulting from a one per- 
centage-point reduction in the first 
bracket rate, $530 million would go to 
taxpayers with surtax net incomes of 
less than $2,000 and $730 million would 
go to those with surtax net income of 
- less than $4,000. 

Since these figures are based on 1953 
income levels they cannot be used di- 
rectly to estimate the revenue loss from 
rate reductions if decline. 
Under such circumstances, built-in flexi- 


incomes 
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bility would reduce the size of the tax 
base and, hence, the tax reductions that 
might be expected from rate changes. 
For example, if total adjusted gross in- 
comes fall from 1953 levels by $10 bil- 
lion, the tax base will drop $6-7 billion. 
Using the mid-point of $6.5 billion, this 
means that the tax base would be re- 
duced from $117.2 billion to $110.7 
billion. Accordingly, the revenue loss 
from a one percentage-point reduction 
in all tax rates would be reduced from 
$1.17 billion to $1.1 billion. If adjusted 
gross incomes fall by as much as $50 
billion, a one percentage-point rate re- 
duction would reduce tax liabilities by 
only $850 million. 

It is evident, however, that even 
small rate reductions could greatly en- 
hance the effect of built-in flexibility in 
offsetting a drop in individual incomes. 
The combined effect under 1953 and 
1954 tax rates is shown in the follow- 
ing table, assuming a $10 billion decline 
in adjusted gross incomes. The table 
indicates that, assuming a reduction of 


1953 Rates 1954 Rates 
(Billions of dollars) 

Reduction in taxes due 

to built-in flexibility 

One  percentage-point 

reduction 12 


Total reduction .. $3.0 


$1.8 $1.6 


11 
$2.7 


$10 billion in total income, a general 
rate reduction of only one percentage- 
point would increase the offset due to 
built-in flexibility by about two-thirds. 
Larger reductions in tax rates would, of 
course, provide correspondingly larger 
offsets. 


Increases in Exemptions 


In 1953 taxable individuals probably 
claimed about 120,000,000 exemptions 
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on their returns. At $600 for each ex- 
emption, the total value of the allow- 
ance for exemptions was $72 billion. If 
exemptions had been $700 per capita, 
the value of these exemptions would 
have risen by one-sixth, or $12 billion. 
However, not all of this increase would 
affect the tax base, because some tax- 
payers would “waste” part of it. 
Assuming the wastage is about 7 per 
cent,”® the total reduction in the tax 
base due to a $100 increase in the per 
capita exemption would be $11.2 billion 
(.93 X $12 billion) at 1955 income 
levels. 

The marginal rate applying to this 
reduction in the tax base is probably 
roughly equal to the rate in the second 
surtax bracket. 
applied is approximately 25 per cent 
under the 1953 rate schedule and 22 
per cent under this year’s rate schedule 
(see Appendix Table D). The revenue 
loss due to a $100 increase in the per 
capita exemption is, therefore, $2.8 bil- 


Cumulative 
Revenue Loss 


At 1953 At 1954 
Tax Rates Tax Rates 


Cumu- 
lative 
Reduction 
in Tax 
Base 


Per 
Capita 
Exemp- 

tion 


(Billions of dollars) 


800 ’ 53 
900 74 
1,000 y 9.2 


Thus, the rate to be | 





26 We do not know precisely how much this wast- 
age would be. However, at 1948 income levels, 
rough calculations based on Statistics of Income data 
indicate that it was in the neighborhood of 6 per 
cent, and it has probably increased somewhat becausu 
of the large number of entries into the lower tax 
brackets since then. 


27 That is, adjust the total value of exemptions for 
wastage of about 7 per cent and then apply the sec- 
ond surtax rate to estimate the revenue loss. The 
percentage allowance for wastage and the marginal 
tax rate should fall somewhat with each successive 
increase in exemptions, but the effect would be small 
and our figures are too rough to warrant this re- 
finement. 


INCOME TAX DURING RECESSION 13 


lion at 1953 rates and $2.5 billion at 
1954 rates. 

The revenue effect of successive $100 
increases in exemptions can be com- 
puted in a similar manner.*’ The re- 
ductions in the tax base and the revenue 
loss resulting from increases up to 
$1,000 per capita are summarized above 
(assuming 1953 income levels). 


Combined Effects of Rate and 
Exemption Changes and 
Built-in Flexibility 


The combined effects of rate and ex- 
emption changes and built-in flexibility, 
assuming reductions in total adjusted 
gross incomes ranging from § per cent 
to 25 per cent below the 1953 level, are 
shown in Table 8. Since the tax rates 
were reduced at the end of 1953, the 


TABLE 8 


Compinep Errsecr or Burwt-1In FLexismiiry AND 
Rare aNp Exemption CHANGES ON INDI- 
vipuAL Income Tax LiAsrities * 


(Billions of dollars) 


Reduction in Tax Liabilities 
Assuming Total Adjusted 
Gross Income Falls by 


$125 $25 $375 $50 $625 
(5%) (10%) (15%) (20%) (25%) 


Reduc- 
tion 
in Tax 
Rates 


No Change in Exemptions 


$10.0 
10.8 
12.3 
13.8 
15.4 
17.7 


‘xemptions to $700 per Capita 


$63 $81 $100 $119 
72 9.0 10.8 12.6 
9.0 10.6 123 13.9 
10.8 12.3 13.8 15.3 
12.6 14.0 15.3 16.7 
15.4 16.5 17.6 18.7 


Of $20 $40 $60 $80 
1% 3. 5.0 6.9 88 
3 7.0 88 10.5 
9.1 10.6 122 
11.1 125 13.9 
14.1 15.3 16.4 


* These computations are based on 1954 tax 
rates; the reductions in adjusted gross income 
are from the average 1953 level of $252 billion. 

+ This line shows the effect of built-in flexi- 
bility alone. 
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computations are based on 1954 
rates. The first line of Table 8 shows 
the reductions in tax liabilities due to 
built-in flexibility. The remaining fig- 
ures indicate the combined effect of rate 
and exemption changes, including the 
reductions due to built-in flexibility. 
For example, if incomes decline by $25 
billion below 1953 levels, or 10 per cent, 
individual income tax liabilities would 
fall automatically by $4 billion. If ex- 
emptions were raised to $700 per capita 
and all rates were reduced by 5 percent- 
age-points, tax liabilities would be re- 
duced by an additional $6.8 billion; 
accordingly, the total reduction would 
be $10.8 billion, which is the figure 
shown in Table 8.** 

The conclusion to be drawn from 
Table 8 is, perhaps, obvious. If incomes 
decline moderately, the individual in- 
come tax can be used to hold the drop 


in disposable incomes to much smaller 


proportions. Although built-in flexibil- 
ity alone would not necessarily be sufh- 
cient, it can easily be supplemented by 
moderate rate and exemption changes. 
However, if the income decline is sub- 
stantial, the job becomes more difficult, 
because, as already indicated, built-in 


28 Although Table 8 indicates the potentialities of 
rate and exemption changes as incomes decline from 
1953 levels, it can also be used to approximate rev- 
enue losses after incomes have already declined. Sup- 
pose incomes have already dropped by $12.5 billion 
and rates and exemptions have not been changed. 
Referring to the top line of Table 8, we find that 
tax liabilities have been reduced by $2 billion. Sup- 
pose that incomes decline another $25 billion, and 
that rates are reduced by 5 percentage-points and ex- 
emptions are increased to $700 per capita. Then, the 
total reduction in tax liabilities below present levels 
would be $12.3 billion. Subtracting $2 billion, we 
obtain a net tax reduction of $10.3 billion, Thus, 
41 per cent of the second decline of $25 billion 
(10.3 + 25) would be offset by tax reduction. 
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flexibility cuts:into the tax base and, 
therefore, reduces the effectiveness of 
both rate and exemption changes.”” 
Thus, use of the individual income tax 
alone to offset as much as one-quarter 
or one-third of a large drop in incomes 
from 1953 levels would require substan- 
tial changes in rates and exemptions. 
For example, built-in flexibility com- 
bined with an increase in exemptions to 
$700 per capita and a reduction in tax 
rates by 7 percentage-points would off- 
set only $15.3 billion, or 30 per cent, 
of a $50 billion decline in total adjusted 
gross incomes. (This would reduce the 
yield of the individual income tax from 
$29 billion in 1954 to less than $14 
billion. ) 

These results may be disappointing to 
those who expected more of a stabilizing 
effect from small changes in individual 
income tax rates and exemptions. How- 
ever, it would be erroneous to conclude 
that individual income tax reduction 
should be discarded as an anti-recession 
measure. It should be recognized that 
we have been dealing with only one of 
a number of measures which can be used 
to bolster individual incomes. Our re- 
sults indicate that individual income tax 
reduction can be an important element 
in a well-rounded program to combat 
recession, but it will need to be supple- 
mented by other measures in the event 
of a substantial decline in income. 


29 The analysis in Part I provides no information 
regarding the effect of a higher level of exemptions 
on built-in flexibility. 
it was assumed that built-in flexibility at exemptions 


In the absence of such data, 


of $700 per capita would be about 10 per cent lower 
than built-in flexibility at present exemptions, i.e., 
that the reduction would be proportionate to the re- 
duction in the tax base resulting from a $100 in- 
crease in exemptions at 1953 income levels, 
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APPENDIX TABLE A 
ADJUSTMENTS OF DEPARTMENT OF COMMERCE ESTIMATES OF PersoNAL INCOME 
IN ARRIVING av AbJusTED Gross INcoME, 1948 


(Billions of dollars) 


(a) Transfer payments (except fees and military retirement pay) 
(b) Other labor income (except pay of military reservists) 
(¢) Food and fuel produced and consumed on farms 
(d) Imputed gross rental value of tenant-occupied farm houses 
(e) Other personal income in kind except services of financial intermediaries 
(f) Noncorporate nonfarm inventory valuation adjustment 
g) Value of change in farm inventories 
h) Imputed interest 
i) Nontaxable military pay and allowances 
}) Acerued interest on U.S. government bonds 
k) Tax-exempt interest 
(1) Fiduciary income (other than capital gains) not distributed to individuals 
(m) Property income of nonprofit organizations 
(n) Dividends received by mutual life insurance companies 
3. Portion of adjusted gross income not included in personal income 


( 
( 
( 
( 
( 


(a) Employee contributions for social insurance 

(b) Net gains from sale of assets reported on individual income tax returns 

(e) Adjusted gross income of residents of Alaska and Hawaii reported on 
individual income tax returns 

(d) Miscellaneous income (except other income on Form 1040A) reported on 
individual income tax returns 

(e) Annuities and pensions reported on individual income tax returns 

(f) Deductions for net operating loss carryover and depletion 

4. Total adjustment for conceptual differences (2-3) 


5. Estimated adjusted gross income of taxable and nontaxable individuals (1 


Note: Figures are rounded and will not necessarily add to totals. 
Sources: Lines 2a, 2b, 2c, 2e, 2f, 2g, 2h, 2n, and 3a—Department of Commerce. 
Lines 2} and 2k—FEstimates based on data in the Annual Report of the Secretary of the 
Treasury. 
Lines 2e, 3b, 3c, 3d, and 3e—Statistics of Income for 1948, Part 1. 
Lines 2d, 2i, 2m and 3f—Based on estimates prepared by Mrs. Selma Goldsmith. 


APPENDIX TABLE B 
DerivaATION OF THE INDIVIpUAL INcome Tax Base, 1948 
(Billions of dollars) 


Total adjusted gross income 
Deduct: Nonreported adjusted gross income 


Equals: Adjusted gross income reported on individual returns 
Deduct: Adjusted gross income of nontaxable individual filing returns 
Equals: Adjusted gross income of taxable individual 

Deduct: Deductions of taxable individuals .... 


Equals: Net income of taxable individuals 
Deduct: Personal exemptions 


Equals: Surtax net income of taxable individuals 
Add: Taxable income of fiduciaries ... 
Deduct: Income subject to alternative tax 


Equals: Total surtax net income 


Note: Figures are rounded and will not necessarily add to totals. 
Sources: Appendix Table A and Statistics of Income for 1948, Part 1. 
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APPENDIX TABLE C 


Meruop or Estimatine Tax Liasimities at 1953 Tax Rares 
AND Exemptions, 1948-1953 


(Dollar amounts in billions) 


Actual Tax Liability 


Average Increase 
at Present 


in Tax Rates f 
ax Over Polar Tax Rates telecnne 
Liability * Year (1948 = 100) Resaptions 


(1) (2) (3) ha (5) (6) 


1948 $15.6 yee 100.0 1.295 $20.2 
1949 14.7 vss 100.0 , 1.295 19.0 
1950 18.5 44% 104.4 i.240 22.9 
1951 25.0 14.5 119.5 1.084 27.1 
1952 29.5 8.3 129.5 1,00 29.5 
1953 32.0 saa 129.5 1.00 32.0 


Index of G . 
Correction 


Year Index 


* Includes normal tax, surtax, and alternative tax. 
Column 

2 1948-50: Statistics of Income, Part 1; 1951-1953: estimates based on individual income 
tax collections. 

3 Based on estimates prepared by the Treasury Department. See the Revenue Act of 1950 
(mimeograph dated December 20, 1950), and the Revenue Act of 1961 (mimeograph 
dated November 14, 1951) 
Based on Column 3. 
Index for 1953 + column 4. 
Column 2x Column 5. 


APPENDIX TABLE D 


Feperat INpivipuat Income Tax Rate ScHEDULES ror 1953 AND 1954 


Surtax Net Income 


Single Persons 


0— 2,000 
*2,000— 4,000 
4,000- 6,000 
6,000— 8,000 
8,000— 10,000 


10,000— 12,000 
12,000— 14,000 
14,000— 16,000 
16,000— 18,000 
18,000— 20,000 


20,000- 22,000 
22,000— 26,000 
26,000— 32,000 
32,000— 38,000 
38,000— 44,000 
44,000— 50,000 
50,000— 60,000 
60,000— 70,000 
70,000— 80,000 
80,000-— 90,000 
90,000-—100,000 
100,000-150,000 
150,000-200,000 


200,000 and over * 


* Subject to a maximum effective rate limitation of 88 per cent in 1953 and 87 per cent in 


1954 


Married Couples 
_ Filing 
Joint Returns 


$ 0O— 4,000 


4,000— 8,000 
8,000— 12,000 
12,000— 16,000 
16,000— 20,000 


20,000— 24,000 
24,000~ 28,000 
28,000- 32,000 
32,000— 36,000 
36,000— 40,000 


40,000— 44,000 
44,000— 52,000 
52,000— 64,000 
64,000—- 76,000 
76,000— 88,000 
88,000-—100,000 
L00,000—120,000 
120,000-140,000 
140,000-160,000 
160,000-180,000 
180,000-200,000 
200,000-300,000 
300 ,000-400,000 


100,000 and over * 


Combined Normal Tax and 
Surtax Rates 


1953 


22.2% 
24.6 
29 

34 


91 
92 





IMPACT OF ECONOMIC FLUCTUATIONS 
ON MUNICIPAL FINANCE 


MELVIN AND ANNE WHITE * 


HE economic environment in which 

state and local governments will be 
conducting their finances over the next 
decade will almost certainly continue to 
be characterized by fluctuations in the 
level of employment, incomes, and 
prices. In the past the impact of fluctu- 
ations has compelled recurrent compro- 
mises with budgetary objectives and fre- 
quent resort to revenue measures of an 
emergency nature. The cumulative ef- 
fects of this mode of adjustment are 
inevitably a distorted financial structure 
and a generally inferior quality of serv- 
ice by local government—at least as 
compared with what might have been 
done were events more carefully antici- 
pated and planned for. 


The traditional approach for dealing 
with fluctuations at the state and local 
level has centered on developing stabil- 
ity of yiell in ¢he tax structure. Con- 
cern for this objective in part has un- 
doubtedly reflected a preoccupation with 


* Melvin White is associate professor of economics 
at Brooklyn College, and Anne White is associated 
with him in independent research. Much of this paper 
represents development of ideas that originated in con- 
nection with staff work for the Finance Study of the 
Mayor’s Cornmittee on Management Survey of New 
York City. Considerable indebtedness is acknowledged 
to the late Professor Robert M. Haig and to Professor 
Carl Shoup, directors of the Study, and to Dr. 
Lyle C. Fitch, Chief of Staff. Of the other mem- 
bers of the staff, particular 
due to Dr. Ulric Weil who was the source of im- 
portant insights into the problem of administering 
reserve funds. The paper has further benefited from 
comments by Mr. C. Harry Kahn of the National 
Bureau of Economic Research. 


acknowledgment is 


the consequences of economic down- 
swing, and although this may have been 
realistic in view of the long experience 
preceding World War. II, such a one- 
sided emphasis is clearly no longer ap- 
propriate. Inflationary developments 
comparable to those of the postwar pe- 
riod, when many communities relying 
on stable tax sources experienced severe 
difficulties, certainly cannot be entirely 
ruled out for the future. In part the 
appeal of yield stability as an objective 
of policy has been the result of insuffi- 
cient analysis of the impact of fluctua- 
tions (and, for that matter, of secular 
growth) on the pattern of required ex- 
penditures. And finally, the popularity 
of the objective is still perhaps based on 
an unwarranted acceptance of restric- 
tions imposed by the annually balanced 
budget principle, which disallows the 
possibility of developing workable 
mechanisms for multi-year carry-over 
of surpluses and deficits. 

The purpose of this paper is to incor- 
porate these considerations into a quan- 
titative analysis of the problem of fluc- 
tuations at the municipal level, and 
thereby to contribute to a broadening 
of the traditional treatment. Rather 
than review historical experience, an 
attempt is made to appraise the impact 
of future developments through the 
construction of alternative model fluc- 
tuations. These models are intended to 
indicate as realistically as possible the 
range of fluctuations with which mu- 
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nicipalities are likely to have to cope 
over the next decade. Their construc- 
tion is discussed in Section I below. 


The essential difficulty for localities in 
adapting to a fluctuating economy lies 
in the fact that fluctuations have a dif- 
ferential effect on revenue requirements 
and revenue To bring this 
point into proper focus for quantitative 
analysis, changes in requirements and 
revenues which are caused by economic 
fluctuations must somehow be distin- 
guished from changes resulting from de- 
liberate policy action on the part of 
local government. On the requirements 
side, this necessitates a meaningful for- 
mulation of budgetary objectives that 
can be held invariant with respect to 
general economic developments. For 
this task use is made of the Bureau of 
Census data on Large City Finances; the 
results are discussed in Section II and the 


sources. 


statistical details are given in the’ Ap- 


pendix. On the revenues side, consid- 
ered in Section III, the familiar concept 
of income elasticity is used to distin- 
guish the effects of economic fluctua- 
tions from the efiects of modification 
of the revenue structure. The diagnosis 
thus developed provides a basis for con- 
sidering the policy prescriptions dis- 
cussed mainly in Section IV where spe- 
cial attention is given to the problems 
of implementing an automatic reserve 
fund. 

It is to be noted-that the paper is 
written from a strictly local viewpoint 
—that is, the individual governmental 
unit is viewed as representing an au- 
tonomous, economically self-interested 
group. Thus control of economic fluc- 
tuations, an objective implied by the 
“canons” of modern functional fi- 
nance, is inapplicable. For, although 
total state and local finances constitute 
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significant magnitudes in the national 
economy (and could in principle be co- 
ordinated by the national government 
along functional finance lines) , the larg- 
est single state or local budget is a very 
small fraction of national expenditures. 
Moreover, the fundamental power to 
create money is lacking, and conse- 
quently the relationships among expen- 
ditures, taxation, and borrowing are 
more restricted. Further, these political 
units comprise relatively small, ex- 
tremely open economies, a fact which 
raises issues of economic effects that are 
not a major consideration for the na- 
tional government. The appropriate 
point of view for the individual state or 
local government is therefore one of 
adaptation to rather than control of eco- 
nomic fluctuations. 

No attempt is made here to enter into 
the detailed issues of budgetary and ad- 
ministrative procedure or legislation, or 
to deal with the problems of any specific 
city. The analysis is limited to provid- 
ing framework considerations that it is 
hoped may be relevant and useful for 
the more detailed treatment necessary in 
working out a fiscal program for any 
one city. 

I, ECONOMIC FLUCTUATIONS 


Without undue optimism it can be 
concluded that extreme movements in 
the general level of income and prices 
either upward or downward probably 
will not materialize over the next dec- 
ade. Deflationary forces either will not 
become or will not be permitted to be- 
come strong enough to produce a de- 
pression comparable to the Great De- 
pression of the 1930’s. Inflationary 
forces probably will be held short of 
runaway proportions. In any event, 
extreme fluctuations do not need to 
occur, and if they do, they can be legiti- 
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mately interpreted as representing fail- 
ure of policy-making at the national 
level. In turn it can then be considered 
the responsibility of the national au- 
thorities to adopt measures to remedy 
the consequences— including,  specifi- 
cally, emergency aid to local govern- 
ments. Certainly it is not within the 
sphere of responsibility of state and local 
governments to plan to cope with cata- 
strophic consequences of bad policy at 
the national level. On the other hand, 
it probably is unrealistic to expect—and 
for good reasons too much to ask—that 
policy measures or fortuitous circum- 
stance will result in avoiding fluctua- 
tions of moderate but still significant 
proportions. 

Quantitative expression can be given 
to the qualitative notions of moderate 
general inflation and moderate general 
deflation by considering possible varia- 
tions of gross national product.  Illus- 
trative patterns of movement in gross 
national product can be worked out 
from assumptions concerning employ- 
ment, prices, and productivity which 
may be generally accepted as reasonable 
limiting cases. Unfortunately adequate 
data covering local activity are not 
readily available, and hence the national 
patterns are construed here as represent- 
ing the patterns of local developments 
as well. Certainly the experience of 
many large city areas can be expected 
to follow the national pattern rather 
closely. Wide deviations between local 
and general price movements are proba- 
bly unlikely, but extreme localized de- 
clines in ernployment may be mor: com- 
mon, reflecting the greater immobility 
of labor relative to goods. If, however, 
unemployment is very large in a par- 


ticular community, it would present a 
clear case for outside aid; thus the prob- 
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lem would lie beyond the scope of local 
policy.’ 

The figures plotted in Chart 1 and 
connected by the solid line labeled Gross 
Product illustrate alternative patterns of 
change in the general level of economic 
activity within the range of moderate 
fluctuations. The figures are on an 
annual basis and refer to hypothetical 
values for a future time span of eight 
years, dating approximately from the 
present. The data are given in the ini- 
tial column of the Appendix table. It 
is the pattern of change in economic 
activity rather than the levels that is of 
interest here, and hence the figures do 
not refer to absolute values but indicate 
movements relative to the first year of 
the period. The dashed lines represent 
corresponding patterns of expenditures 
by large city governments and are dis- 
cussed subsequently. 

Pattern A of the gross product series 
is the product of projections of em- 
ployment and productivity increases, 
indicating the inherent growth in an 
otherwise stable economy. There are no 
price level movements, and unemploy- 
ment remains a constant proportion (3 
per cent) of the labor force. While 


1 In carrying through an analysis for an individual 
city, any available index of aggregate local activity 
could be used. The gross product concept probably 
provides the best single indicator of the leve! of 
economic activity, and financial requirements and 
revenues of city governments are readily related to 


movements in the total series or its components. 


“It has been assumed for all patterns that there 
is a 2% per cent reduction in average hours worked 
per week over the whole period and that produc- 
tivity in the statistical sense of the ratio of deflated 
gross product to manhours increases by 24% per cent 
per year. Labor force projections are based on the 
pattern indicated by the 
Department of Commerce population forecasts through 
1960 and on a constant participation rate. If year 
1 is taken as 1953, the civilian labor force implied 


of population growth 


for year 8 is only slightly higher than the 1960 pro- 
(See next page) 
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Pattern A is not likely to eventuate, it 
provides a better “ benchmark ” against 
which to measure the impact of infla- 
tionary and deflationary forces than 
would a perfectly horizontal movement. 
As shown below, even with this pattern, 
financial requirements of city govern- 
ments may grow without corresponding 
expansion of revenue sources. 

Pattern B represents a continuously 
inflationary situation. ‘The figures are 
computed by adjusting the series of Pat- 
tern A to reflect an increase in prices of 
§ per cent per year, the approximate 
average rate of increase in consumer 
prices during the 1946-1952 period. 
This over-all increase is surely the upper 
limit of a moderate inflation. Some 
attention is given later to patterns which 
maintain the same average increase but 
differ in the extent to which the price 
rise is concentrated in the early or late 
years of the period; the consequences 
of such variations are not of great 
significance, 

The economic depressions represented 
by Patterns C and D are identical with 
respect to the extent of unemployment 
and its duration. The figures imply 
that for the trough year (year 6) unem- 
ployment averages 15 per cent of the 
labor force.’ The increase in unemploy- 
ment begins either at the end of year 4 
or at the beginning of year 5, reaches its 


jection given in the Gerhardt Colm study, The 


American Economy in 1960, Interpretation of the 
above series as gross local product implies that in- 
creases in productivity and normal growth of the 
labor force in large city areas will approximate the 
national pattern. 


3 More precisely, 15 per cent of the labor force 
before the decline plus normal accretions. Depression 
period changes in the labor force, particularly those 
accompanied by population movements, may be a 
significant factor for city areas. Their effect on 
welfare expenditures is important for purposes of 
this study and is discussed in more detail in the 
Appendix. 
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maximum in year 6, and by year 8 is 
reduced again to the 3 per cent figure 
allowed as a frictional minimum. Un- 
questionably this pattern of unemploy- 
ment represents as severe a depression as 
can be included in the moderate range. 
Yet it is interesting to note that the 
decline in aggregate income is by no 
means a dramatic one; the influence of 
continued growth of the labor force and 
continued increases in productivity 
greatly moderate the impact of the frac- 
tional unemployment assumption. 

The distinction between Patterns C 
and D rests on differing assumptions 
with respect to price movements. In 
Pattern C price stability during the 
years approaching the recession is fol- 
lowed by a modest 5 per cent decline 
during the contraction. More volatile 
price movements are assumed in Pattern 
D; it includes the 5 per cent per year 
inflation of Pattern B in the years pre- 
ceding the recession and allows a 10 per 
cent decline in prices between year 4 
and year 6. For both patterns it is 
assumed that by year 8 prices return to 
the levels which existed before the 
depression. 

Patterns C’ and D’ represent essen- 
tially a reversal of the sequence of 
events of Patterns C and D. In both 
patterns the trough of the recession 
occurs in year 3 and recovery to full 
employment and the initial price level is 
attained by year §. For Pattern C’ 
prices remain stable thereafter, while for 
Pattern D’ they rise by 5 per cent per 
year for the remaining three years. 


Il, REVENUE REQUIREMENTS 


In order to isolate the impact of these 
fluctuations on the pattern of financial 
requirements of city governments over 
the eight-year period, it is necessary to 
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CHART 1 
INbICcEs OF Gkoss Propuct AND CorRESPONDING FINANCIAL ReQquiREMENTS 
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eliminate as far as possible the effects of 
changes in local policies. Broadly speak- 
ing, expenditure policy is reflected in 
generalized objectives and the specifica- 
tion of standards of performance for 
the implementation of these objectives. 
For the present type of analysis, objec- 
tives must be established which can be 
taken as given; then, if the achievement 
of these objectives can be expressed in 
terms of required dollar outlays, it is 
possible to derive patterns of variation 
in dollar requirements which are at- 
tributable to general economic fluctua- 
tions, not changes of policy. 

The dashed lines in Chart | indicate 
the costs associated with a general budg- 
etary policy that can best be identified 
as representing “‘ maintenance of stand- 
ards.” This policy requires expendi- 
tures by city governments in whatever 
amounts are necessary each year to 
maintain but not standards 
achieved in the initial year of the period, 
regardless of general economic condi- 
tions. The initial year standards are 
supposed to represent acceptable achieve- 
ments under conditions of high employ- 
ment and stable prices. The volume of 
expenditures necessitated by these stand- 
ards, hereafter referred to as the “ stand- 
ard budget,” then varies over the eight- 
year period as a result of changes in the 
wage rates and the price level, fluctua- 
tions in the level of employment (which 
bears most directly on welfare case 
loads), and growth in the school age 
population and in the general popula- 
tion. Although this is not the only 
budgetary policy that might be consid- 


surpass 


4 There are, of course, other elements that could 
influence the level of expenditure requirements over 
a period as long as eight 
increase in the productivity of city 
intra-urban shifts in the concentration of population. 


years, for example, an 


employees, or 


Such factors, however, would have little influence on 
the pattern of fluctuations in requirements. 
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ered, it is realistic and sufficiently indica- 
tive of the nature of the problem to 
provide a satisfactory basis for examin- 
ing the impact of fluctuations on finan- 
cial requirements. 

The statistical technique which was 
used in deriving patterns of expendi- 
tures involved construction of indi- 
vidual indices representing the cost of 
providing a standard per capita service 
for each of the budget categories given 
by the Bureau of the Census reports on 
Large City Finances. Four sets of cost 
indices were constructed for each cate- 
gory, one to correspond to each of the 
hypothetical patterns of change in the 
gross product series described in the 
previous section. These indices are pre- 
sented in Table I of the Appendix with 
an explanation of their construction. 
The set of expenditure patterns shown 
in Chart 1 is a weighted combination of 
these cost indices, with weights deter- 
mined from the distribution of expendi- 
tures by the 39 large cities in the fiscal 
year 1950. Based upon the initial year, 
the final series only reflect patterns of 
change, not amounts of dollar expendi- 
ture; they can thus be considered appli- 
cable to any absolute level of dollar ex- 
penditure in the initial year. 

In Panel A (the benchmark pattern 
of steady expansion at stable prices and 
high employment) indicated require- 
ments for implementing a standard 
budget rise somewhat less than in pro- 
portion to the gross product index. 
While gross product rises from 100 to 
124, the requirements index rises to 116 
or about two-thirds of the increase in 
gross product. Under the impact of 
inflationary developments, depicted in 
Panel B, the requirements index for the 
standard budget rises to 161, about 
four-fifths of the increase in the corre- 
sponding gross product index. 
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The most interesting results are re- 
vealed in Panels C and D and in Panels 
C’ and D’. Requirements for the stand- 
ard budget under the types of fluc- 
tuations indicated here not only rise 
during the phase of high employment 
and stable or rising prices, but they con- 
tinue to rise during the contraction 
phase of the cycle. For Panel C the rise 
in the early years is a reflection of the 
factors of trend expansion which ac- 
counted for the upward movement in 
Panel A; in Panel D this expansion is 
aggravated by inflation. But in both 
panels, requirements reach their peak 
in the trough year of the recession. If 
the trend factor were eliminated, the 
pattern of requirements over a cycle of 
economic fluctuations would be one that 
rose throughout the boom, reached a 
maximum near the trough of the reces- 
sion, and a minimum somewhere near 
the mid-point of the recovery phase. 

Accepting these patterns as at least 
close to a realistic indication of the pro- 
spective financial needs of large munici- 
pal governments, it is apparent that sta- 
bility of yield is a doubtful criterion for 
evaluating local tax sources. 
suggested, however, that no degree of 
“cycle sensitivity’ in a tax structure 
can be ideal—in the sense of automati- 
cally providing a pattern of yield 
changes that exactly matches the pat- 
tern of requirements. 


It is also 


Ill. REVENUE SOURCES 


Turning now to the revenue side, the 
behavior of the yield from a tax with a 
given rate structure depends on how 
sensitively the base of the tax expands 
or contracts, and on the degree of grad- 
uation, if any, in the rate schedule. 
The combined effect of these factors is 
conveniently summarized by the con- 
cept of income elasticity. The coeffi- 
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cient of income elasticity is the ratio of 
percentage change in tax yield to per- 
centage change in the level of aggregate 
income, assuming that tax rates and the 
definition of the tax base remain con- 
stant and that changes in other influ- 
ences on yields are absent.” Thus a low 
coefhcient indicates a tax whose yield 
fluctuates very little when the general 
level of income changes—the traditional 
stable revenue source—while a coefh- 
cient greater than one indicates a tax 
whose yield fluctuates more than pro- 
portionately with changes in income. 

Statistically, elasticity can be defined 
with respect to movements in any of the 
major indices of aggregate income: gross 
national product, national income, or 
personal income. For present purposes 
it is most convenient to relate elasticity 
coefficients to the same aggregate index 
as that to which requirements have been 
related, namely, gross product. 


Elasticity coefficients for individual 
taxes derived empirically are computed 
from data relating changes in yield to 
changes in the level of aggregate income. 
For the individual taxes considered here, 
coefficients are assumed to remain con- 
stant ® over the full range of change 
in aggregate income. A _ problem of 


5 For a technically pure income elasticity measure 
ment, the effect of change in aggregate income would 
have to be isolated from the effects of other factors 
such as changes in the distribution of income, and 
in the case of commodity taxes, shifts in supply and 
demand schedules due to effects other than income 
change—such as changes in tastes or technology- 
and effects properly attributed to price elasticity. 
An empirical measure at best is bound to reflect an 
admixture of such other effects; but to the extent 
that the latter are correlated with effects of changes 
in aggregate income, the measure may be more useful 
for practical purposes. 


6 When tax yields and aggregate income figures 
are plotted on double log paper, a linear function 
provides a good fit. See H. M. Groves and C. H 
Kahn, “ The Stability of State and Local Tax Yields,” 
American Economic Review, March, 1952, p. 92. 
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weighting arises, however, in the case of 
an elasticity coefficient for a revenue 
structure that includes taxes of differing 
individual elasticities, and it is impor- 
tant to take account of variability of 
the elastiity coefficient over changes in 
aggregate income. ‘The coefficient of a 
tax structure for a given year is the 
weighted average of the separate coefh- 
cients of each tax, the weights being the 
share of total yield provided by each tax 
in that year. As the level of income 
increases over time, the yield of the tax 
with the highest elasticity would in- 
crease relatively to the other taxes in 
the structure; hence a coefficient based 
on weights derived from later year data 
would tend to be higher than one based 
on earlier data. Put differently, it must 
be born in mind that a given elasticity 
in the initial year of a period can be 
associated with various tax structures 
(depending on the elasticity and weight- 
ing of the component taxes) each of 
which will provide somewhat different 
yield patterns in subsequent years.’ 
Refined estimates of the actual elas- 
ticities of the tax structures of indi- 
vidual cities would require detailed 
examination of the provisions of indi- 
vidual tax laws and specific historical 
data. But on the basis of certain theo- 
retical considerations and the findings of 
a recent empirical analysis of tax elas- 
ticities,* it is possible to estimate roughly 
TIt is this point which explains the fact, notice- 
able chiefly in Panel B, that the line in Chart 2 


labeled E == 1.0 terminates at a somewhat higher level 
than does the Gross Product line in Chart 1. 


8 Op. cit., p. 90. The Groves-Kahn elasticities 
refer to the “income payments” series; they are 
likely to be higher than elasticities computed from 
gross product data since the income payments concept 
includes transfer payments and excludes undistributed 
corporate profits, both of which adjustments tend to 
make it a more stable series. Property taxes appear 
to have an elasticity of about 0.2, according to Groves 
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the elasticities for the 39 large cities in 
the fiscal year 1950. It is clear that a 
system which relies heavily on property 
taxation would have a very low elas- 
ticity.” Seventeen of the 39 cities cov- 
ered by the Census data are reported to 
have received over 85 per cent of their 
tax revenues in the fiscal year 1950 from 
the property tax; these cities probably 
had tax structures with elasticities in 
the neighborhood of 0.2. An elasticity 
of around 0.5 could be obtained with a 
tax system for which the share of reve- 
nue from property taxation is reduced 
sufficiently to permit either one-quarter 
of the total revenue to come from in- 
come taxation or one-third from sales 
taxation. New York City and New 


and Kahn. General sales taxes could be expected to 
have elasticities of about 1.0 since the base of the 
sales tax overlaps very largely with the coverage of 
the national income concept and there is no rate 
graduation. Groves and Kahn report a range of 
0.99 to 1.11. For the income tax, Vickrey has in- 
dicated an upper limit in the neighborhood of 2.0 
(See “Some Limits to the Income Elasticity of In- 
come Tax Yields,” Review of Economics and Statis- 
tics, May, 1949, p. 144), and Groves and Kahn re- 
port figures ranging from 1.4 to 1.8. 


9 It should be noted that the elasticity coefficient 
for the property tax is not entirely comparable with 
coefficients for other taxes. Real estate assessments 
frequently reflect reliance on an underlying concept 
of “trend” or business cycle average value which 
tends to reduce the influence of current economic 
developments on annual valuations. Thus a stabiliz- 
ing element is introduced into the yield of the prop- 
erty tax by reason of divergence between fluctuations 
in the legal base and fluctuations in current market 
value of property. 

Assessment practice is as much a policy measure 
as the setting of tax rates. From the point of view 
of the taxpayer—and, for that matter, from the 
point of view of the tax economist—the stabilization 
of the yield from the property tax by means of 
changes in the ratio of assessed to market value is 
not essentially different from maintaining the yield 
by means of changes in tax rates. No satisfactory 
theoretical analysis of the cyclical behaviour of prop- 
erty values, taking account of such factors as the 
elasticity of expectations of actual and potential 
property holders, has yet been done. 
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Orleans receive a substantial share of 
their revenues from sales taxes, and St. 
Louis, Washington, D. C., and Louisville 
raise moderate amounts from income 
taxes. The tax structures of these five 
cities probably had elasticities in 1950 of 
about 0.5. Fifteen other cities, which 
rely on property taxation for more than 
half of their revenues and on various 
excises and charges for the remainder, 
probably had elasticities somewhere be- 
tween 0.2 and 0.5. Columbus, Phila- 
delphia, and Toledo relied heavily on 
income taxation and may have had 
structures with elasticities as high as 1.0. 

Chart 2 compares the patterns of 
financial requirements for the standard 
budget with the patterns of revenue 
yield which might be expected from 
various types of tax structures. The 


economic conditions presupposed for 
each of the six panels of the chart are 


the same as for Chart 1. The corre- 
sponding patterns of financial require- 
ments are reproduced from Chart 1 and 
shown by the solid line in each panel. 
The lowest set of dashed lines, labeled 
E == 0.2, shows the yield pattern for a 
tax structure wholly dependent on a 
property tax with an elasticity of 0.2. 
These lines are thus roughly representa- 
tive of about half the large cities. The 
set of dotted lines, labeled E == 0.5, indi- 
cates the patterns of yield from a tax 
structure composed of a property tax 
and a sales tax combined in such propor- 
tions as to produce an elasticity in year 
1 of 0.5."° All of the large cities except 


10 The property tax is assumed to have an elasticity 
of 0.2 and is weighted 60 per cent. The sales tax 
is assumed to have an elasticity of 1.0 and is weighted 
40 per cent. An elasticity of 0.5 in year 1 could 
also have been obtained by some single tax system 
which had an elasticity of 0.5 or by an appropriately 
weighted combination which also included an income 
tax. The pattern of yield from either of these struc- 
tures would differ very little from that shown. 
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the three which rely heavily on income 
taxes are thus represented in the range 
between these two lines. The upper set 
of dashed lines, labeled E== 1.0, gives 
the yield from a tax structure composed 
of a property and an income tax com- 
bined to provide an elasticity of 1.0 in 
the initial year. The three income tax 
cities are thus to some degree repre- 
sented by these lines. 

Initial comparison of financial re- 
quirements and available revenues can 
be facilitated if the dashed lines in Chart 
2 are regarded as representing an index 
of requirements to be covered entirely 
from local taxation. This is an approxi- 
mately correct interpretation only for 
cities that operate on a pay-as-you-go 
basis and receive little aid from other 
governmental units. A number of cities 
are at present on a pay-as-you-go basis, 
notably Washington and St. Louis, and 
others are tending in that direction. 
There may also be some effort in the 
future to return full financial responsi- 
bility to cities for many of the programs 
now partly financed through state aid, 
particularly as revenue sources which in 
the past have been pre-empted by the 
states are made available to the cities. 
Further, since the patterns of fluctua- 
tions in state expenditures for purposes 
other than programs involving state aid 
appear to be similar to those for the 
large cities, the lines in the chart can be 
interpreted more generally and taken to 
represent the requirements for whatever 
unit of government bears the financial 
burden of these programs. In any 
event, it is to be noted that the presence 
of nontax financial resources is of sig- 
nificance here, not for the absolute level 
of their contribution to city needs, but 
only to the extent that they modify the 
pattern of fluctuations that would 
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otherwise prevail for revenue require- 
ments. Brief account will be taken of 
such modification later. 

The various lines indicating patterns 
of tax yield in the chart originate at 
the same point as the requirements lines, 
reflecting an assumption that in the ini- 
tial year tax rates are set to provide 
revenue just sufficient to cover standard 
budget requirements. The ideal reve- 
nue structure would be one that auto- 
matically (that is, without rate changes) 
provided a flow of revenue just sufficient 
to meet the requirements for the stand- 
ard budget in each of the eight years 
covered by Chart 2, regardless of which 
set of underlying economic conditions 
materialized. 

This ideal might be approximately 
achieved throughout a period of high 
employment and stable prices (Panel A) 
by a system with an elasticity in the 


initial year of about 0.75; while a period 
of uninterrupted inflation (Panel B) 
would ideally require a system with an 
elasticity of about 0.85. Such high elas- 
ticities could be produced only by sub- 
stantial reliance on income or sales tax- 


ation. A system with an elasticity of 
0.2, which it has been noted is probably 
characteristic of more than half of the 
large cities, would result in continually 
growing deficits if rates were not ad- 
justed. By year 8, for example, under 
either Pattern A or Pattern B it would 
provide funds sufficient to cover only 
about two-thirds of the requirements of 
the standard budget. 

Variations on Pattern B might take 
the form of early or late acceleration of 
the price level rise, yielding patterns 
concave downward and upward respec- 
tively. It would still be true, however, 
that revenues from a structure with an 
elasticity of 0.85 would about keep pace 
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with the requirements of the standard 
budget. For a system with a low elas- 
ticity, the deficits under constant rates 
would be somewhat larger than given 
above if the acceleration is in the early 
years, somewhat smaller if it is in the 
later years. 

When the effects of economic fluctu- 
ations of the kind represented by Panels 
C and D are considered, it is apparent 
that there is no ideal elasticity. For 
example, a structure with an elasticity 
of 0.85 in the initial year, which might 
be nearly ideal for an inflation pattern, 
would definitely fail to meet require- 
ments under the circumstances illus- 
trated in Panels D and D’. The annual 
revenue from this structure in the 
trough year would fail to cover about 
one-fifth of the requirements. And over 
the whole eight-year period a substantial 
revenue deficiency would accumulate. 

The results for the cyclical pattern 
are not essentially improved with a low 
elasticity tax structure. It is true that 
if the recession follows closely the initial 
year of budgetary balance, as it does for 
patterns C’ and D’, the yield for the 
recession years from a low elasticity 
structure will be larger than from a high 
elasticity structure. But this is not true 
over the cycle as a whole. Moreover, if 
the recession occurs later in the period 
so that gross product does not fall sig- 
nificantly below the initial year level, 
then even the yield advantage for the 
recession years disappears. In the case 
of Pattern C the excess of the yield 
from the low elasticity structure is in- 
significant, and for Pattern D the yield 
is actually less for the low than for the 
high elasticity structure. 

Tax rate changes would have to be 
made if the principle of the annually 
balanced budget is to be adhered to. 
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While these adjustments are not illus- 
trated in the charts, it is clear that a low 
elasticity structure would require rates 
to be continually raised in the pre-re- 
cession years, while a structure with an 
elasticity in the initial year of more than 
0.85 would actually require rate reduc- 
tions. Rates would have to be increased 
in the recession period above pre-reces- 
sion levels regardless of elasticity, since 
requirements under the standard budget 
actually rise. But the increase would be 
in greater proportion for high than for 
low elasticity structures. If it is con- 
sidered paramount to avoid or minimize 
tax rate increases during recession, a low 
elasticity structure may be preferable 
under annually balanced budget pro- 
grams for patterns of economic develop- 
ment such as the four cyclical patterns. 
However, the increase in rates during 
recessions for low elasticity structures 


will either follow or precede a series of 
increases in the nonrecession period, 
whereas the recession increase in rates 
with a high elasticity structure would 
ordinarily be preceded or followed by 
some rate reduction. 


To make some allowance for the 
availability of borrowed funds, for the 
yield from utility and other charges, and 
for state aid, the requirements series 
were recomputed net of a rough esti- 
mate of the pattern of these revenues." 
The adjustments tend to accentuate the 
rise in the requirements index during 
expansion periods; for Pattern B the in- 


11 Je was assumed that 70 per cent of capital out- 
lays are financed by borrowing, and that 6 per cent 
of the welfare program is carried by the states, 
approximately the relationships for the large cities 
as a group in 1951. It was assumed further that 
no changes are made in the prices of utility services, 
and that the demand for these services varies with 
population changes, but not with changes in per 
capita income. 
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dex for year 8 rises to 178 as compared 
with an original figure of 161. For the 
cyclical patterns the state aid programs 
tend to flatten out the fluctuations while 
the other sources of funds tend to accen- 
tuate them. The adjustments to a large 
extent offset each other; the trough year 
figure for Pattern C’ is 109 compared 
with the original figure of 112; for Pat- 
tern D’ the adjusted figure is 107 as com- 
pared with 109. For patterns C and D 
all the adjusted later year figures are 
somewhat higher than the original ones 
because of the initial expansion period, 
but the configuration for the recession 
period is similar if somewhat flatter. 
Each city operates with its own special 
conditions with regard to the availabil- 
ity of these funds; but it can be said in 
general that while the level of financial 
requirements for a standard budget is 
lowered, the net requirements follow 
patterns essentially the same as those 
shown in the charts. 

If departure from the principle of the 
annually balanced budget is permitted 
so that it becomes possible for surpluses 
of one year to offset deficits of another, 
then the necessity for changing tax rates 
may be greatly reduced. In particu- 
lar, the increases in tax rates during 
recession under a high elasticity system 
might be eliminated by accumulating 
the surpluses generated in the nonreces- 
sion years. Thus the major objection to 
reliance on highly elastic tax sources 
when economic recession is in prospect 
would be removed. And since such 
structures are demonstrably superior for 
high employment or inflationary condi- 
tions, it is implied that reliance on elas- 
tic rather than on the traditional inelas- 
tic revenue sources, in combination with 
a program for “ carry-over ” of annual 
surpluses and deficits, makes the best 





No. 1| 


all-around adaptation for large city 
finances. It becomes relevant, then, to 
investigate some of the problems which 
would be encountered in implementing 
such a program. 


IV. RESERVE FUND PROPOSAL 


One type of program that would util- 
ize surplus and deficit carry-overs in 
coping with economic fluctuations is 
suggested by the analysis developed in 
the preceding sections of this paper. 
Briefly, in the initial year of a planning 
period, forecasts would be made of al- 
ternative patterns of economic develop- 
ment which seem probable and which 
local resources should be prepared to 
cope with; projections of requirements 
would be made, using criteria similar to 
those underlying the standard budget; 
a structure of tax rates would be estab- 
lished which would be estimated as capa- 
ble of producing a total of funds over 


the whole period adequate to meet re- 
quirements for any one of the prospec- 
tive patterns of economic development. 
Surpluses which accrue automatically in 
some years would be made available to 


offset deficits in others. Increases in tax 
rates during the period would be ex- 
pected to result only if there were basic 
changes in budgetary objectives or gross 
errors in the forecast. Accumulation of 
revenue deficiency or surplus of minor 
amounts over the period as a whole 
could be adjusted in the next planning 
period. Tax rate decreases could always 
be enacted to check. accumulation of 
unwarranted surpluses. 

Accepting Patterns B and D (or D’) 
as possible alternative forecasts, a struc- 
ture with an elasticity in the initial year 
of around 0.85 would be the most work- 
able for such an approach. If tax rates 
were set so that revenues in the initial 
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year of the period exceeded require- 
ments of the standard budget by about 
5 per cent, the system would yield suf- 
ficient funds to meet total requirements 
over the eight-year period as a whole for 
Pattern D, while for Pattern D’ an in- 
itial year surplus of 24% per cent would 
suffice. The surpluses generated in the 
boom years would be absorbed in meet- 
ing recession year deficits. On the other 
hand, should Pattern B be the alterna- 
tive that materialized, a surplus would 
be accumulated throughout the period 
or some interim tax rate reduction 
would be permitted. 

It would be possible to set up such a 
program with a revenue structure with 
a substantially lower elasticity. But if 
tax rates are to be kept unchanged 
throughout the period, they would have 
to be set high enough to produce awk- 
wardly large surpluses in the boom 
years. To insure adequate funds over 
the period for inflationary Pattern B, a 
tax structure with an elasticity in the 
initial year of 0.2 would require setting 
rates high enough to yield a 20 per cent 
surplus in the initial year and high ad- 
ditional surpluses in the following three 
years. This surplus would eventually be 
absorbed in covering annual deficits 
which would develop as the inflation 
progressed; thus relatively dear tax dol- 
lars would be collected and relatively 
cheap dollars paid out. And since the 
tax base would not expand proportion- 
ately with general economic expansion, 
a sharp adjustment of rates would be 
necessary at the termination of each 
planning period. Thus while the carry- 
over of annual deficits and surpluses 
would eliminate a major difficulty of 
flexible taxes in recession periods, it does 
not make a stable tax structure work- 
able for an inflation pattern. 
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A combination, then, of a flexible tax 
structure with a program of balancing 
revenues from given tax rates against 
expenditures for given objectives, over 
a multi-year planning period, offers an 
adaptation to economic fluctuations that 
is highly satisfactory on the criteria ac- 
cepted here. However, its explicit de- 
pendence on extensive long range plan- 
ning and forecasting probably renders 
it unlikely of adoption at the present 
time. It is perhaps more immediately 
useful to consider the problems of im- 
plementing a less ambitious program, 
specifically, one concerned only with 
providing a counter-deflationary reserve 
fund. 

A counter-deflationary reserve fund 
program does not aim at maintaining a 
completely unchanged revenue structure 
for given budgetary objectives; rather 
the goal is limited to minimizing the 
necessity for tax rate increases during 
recession. It does not make allowance 
for the financial stringency that de- 
velops under conditions of high employ- 
ment and rising prices with a low elastic 
tax system; rather, continuous accumu- 
lation of surplus is called for in these 
periods. Thus while the program can 
operate with low elasticity tax struc- 
tures, its main contribution is to en- 
hance the workability of high elasticity 
structures. A reserve fund program is 
less dependent on long range forecast- 
ing than the approach outlined above, 
but as indicated below, the necessity for 
forecasting is by no means eliminated. 

Actually the idea of accumulating 
surplus funds during high employment 
to offset recession deficits need not im- 
ply that the surplus be accumulated in 
advance of the need for funds. An al- 
ternative which probably would be sim- 
pler to administer is a program of carry- 
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back rather than carry-forward of 
surpluses. Borrowing becomes the im- 
mediate source of funds to supplement 
recession revenues, with the accumulated 
debt to be retired out of surplus gen- 
erated in subsequent periods of high em- 
ployment. If the volume of permissible 
recession deficit is set as the difference 
between requirements and current reve- 
nues yielded by taxes levied at pre-re- 
cession rates, recession increases in tax 
rates would be entirely avoided. The 
major problem of planning and fore- 
casting would arise in the subsequent 
period of high employment when debt 
retirement is scheduled. The annual 
rate of debt retirement would depend 
on the expected duration of the high 
employment phase, the expected general 
level of incomes and prices to be reached 
during the period and their impact on 
the level of tax yields, as well as antici- 
pated requirements.” 

A major practical shortcoming is that 
a borrowing program makes a principle 
of what in the past has been considered 
a distasteful expedient, namely borrow- 
ing on an “emergency” basis during 
periods of declining revenues and rela- 
tively unfavorable credit conditions; 
however, nothing like a repetition of the 
generally stringent conditions which 
prevailed in the thirties need be antici- 
pated. As a deliberate program to be 


12In cases of municipalities that finance outlays 
by long-term debt issued within an over-all debt 
limit, a method is available which may make re- 
cession borrowing more palatable. During periods 
of high level employment accelerated amortization of 
debt may be accomplished through shortening matur- 
ity schedules. This would make room for expand- 
ing indebtedness within a given debt limit during 
recession. However, the timing may prove awkward, 
for shortening the spacing of maturities during pros- 
perity may actually result in higher requirements for 
amortization during the ensuing recession as well, 
or pose difficulties in connection with refunding which 
it would be the purpose of the program to avoid. 
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planned for, the carry-back of surplus 
lacks the popular appeal of building up 
a reserve fund in anticipation of a rainy 
day. 

The role that might be played by a 
reserve fund in financing activities dur- 
ing recession will depend in part on the 
breadth of purpose of the fund. A re- 
serve fund may be restricted to finan- 
cing certain categories of expenditures, 
for example, capital construction proj- 
ects or welfare payments. It may, al- 
ternatively, be restricted in purpose to 
offsetting the decline in yield from a 
particular tax or set of taxes. But be- 
cause of the greater adaptability it per- 
mits in coping with financial problems 
in recession, a reserve fund that is en- 
tirely uncommitted and available for 
general use during recession is probably 
to be preferred. The objective of this 
type of fund is best designated as the 
filling in of some portion of the general 
requirements-revenue gap estimated on 
a basis similar to that underlying the 
gaps depicted in Chart 2 above. 


If a reserve fund program is to have 
an opportunity to operate successfully, 
it would have to operate automatically, 
that is, in accordance with specific and 
unambiguous rules which can be modi- 


fied only by legislative action. Any 
considerable amount of administrative 
discretion undoubtedly would result in 
raiding of the fund or suspension of in- 
payments when convenient.'* These 
rules and regulations would have to 
cover three phases of the program’s op- 
erations: determination of the rate at 
which the fund is to be built up by in- 


13 Witness the experience of New York State in 
connection with the reserve fund established under 
the Moore Plan. See David Blank, “Reform of 
State-Local Fiscal Relations,” National Tax Journal, 
March, 1951, pp. 85-88. 
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payments during periods of high em- 
ployment; the time and rate of release 
of funds during economic recession (en- 
tailing reduction in the rate of in-pay- 
ments as well as actual withdrawals) ; 
and the management of the funds as 
they accumulate. No comment on the 
last phase will be made here. 

In the initial stages of the program, 
the amounts appropriated to build the 
reserve fund may well have to be set 
at a very low figure dictated by consid- 
erations of political acceptability. Then 
problems of planning and forecasting 
would be of minor concern. If, how- 
ever, the build-up of the fund is to be 
based on any rational calculation of 
possible recession needs, then an impor- 
tant element of forecasting would be 
involved in setting the provisions gov- 
erning the volume of in-payments to be 
made to the fund during the high em- 
ployment period. In general, the more 
precisely the plan is geared to the city’s 
needs, the more elaborate must be the 
forecasting and planning arrangements. 

The forecasting difficulties may be 
minimized to the extent that in-pay- 
ments and withdrawals from the fund 
can be made a function of some sensi- 
tive indicator of the municipality’s 
financial situation. An obvious choice, 
were reliable data available, would be 
a true gross local product or a series 
covering local employment. A signifi- 
cant downturn in either series would 
certainly be associated with falling 
revenues and a widening of the require- 
ments-revenue gap, thus implying a 
need for withdrawals from the reserve 
fund. The reliable national series that 
do exist, and which might be used in 
the absence of local series, would ordi- 
narily not be closely enough identified 
with local conditions to be acceptable. 
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The behavior of a city’s own revenue 
yields from a flexible tax source might 
be expected to be a sensitive indicator 
of the changes in the general financial 
condition of the city. Tax yields, how- 
ever, may be influenced by changes in 
tax rates. A way would then be opened 
for unsympathetic or harried legislators 
to manipulate the in-payments and 
withdrawals through manipulation of 
tax rates. While this result might be 
averted by stipulating that the tax yield 
be calculated on the basis of a desig- 
nated structure of rates, a less compli- 
cated solution would be to avoid the use 
of yields and rates and make the in-pay- 
ments and withdrawals a function of 
variations in the base of a high elastic 
tax such as the retail sales tax. The 
statutory definition of the base of the 
tax is unlikely to be subject to much 
variation, and so long as the rate is 
above zero, it can be inferred currently 
from the yield. 

If a tax base is to be used as the 
indicator series for the reserve fund 
program, the annual volume of in-pay- 
ments during the periods of high em- 
ployment can be made a simple, pro- 
portional function of the base, and a 
fractional “in-payments coefficient ” can 
be established. The determination of 
the size of this coefficiert would be the 
focal point for forecasting and planning 
considerations. It would at least require 
some judgment as to the duration of the 
period of high employment and reserve 
accumulation, and some decision as to 
how large a reserve the municipality 
wished to build. 

Suppose, for example, that Pattern C 
or D were forecast '* and that the mu- 


14A reserve fund program is unlikely to be 
initiated at a time when recession is considered 
imminent. Thus Patterns C’ and D’ would preclude 
initiation of the program until after year §. 
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nicipality’s revenue structure had an 
elasticity of 0.85. A reserve equal to 
about 20 per cent of the initial year 
standard budget would have to be ac- 
cumulated by year 4 if the aim were to 
cover fully the recession gap between 
standard budget requirements and reve- 
nues. The recession gap would be cal- 
culated on the assumption that tax rates 
were at the level forecast as necessary to 
balance requirements plus the reserve 
fund allocation in the pre-recession 
years. The implied in-payments coefh- 
cient would vary positively with the 
income elasticity of the tax base and in- 
versely with the ratio of the tax base to 
the initial year standard budget ex 
penditure. 

On the basis of a given in-payments 
coefficient, the level of annual in-pay- 
ments would be expected to rise year- 
by-year during periods of high employ- 
ment as the general level of incomes and 
the tax base expanded, the rise being 
more rapid in case of an inflationary 
upswing. A statutory upper limit on 
the size of the fund, equal to some frac- 
tion of the budget, could be set to pre- 
vent excessive accumulation. 

The most complex problem in setting 
the provisions for an automatic reserve 
fund would be to provide a formula for 
release of funds on an appropriate basis 
during recession and for resumption of 
in-payments as the recession terminates. 
Some simplified conception of the basic 
recessionary pattern must underlie any 
formula governing the timing and 
amounts of funds to be released. Never- 
theless, nothing so simple as the sym- 
metric contraction and recovery pattern 
(frequently represented by a segment of 
a sine curve) can be depended upon. 
There may be false starts on a downturn 


or recovery, sidewise movements at 
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certain stages, and certainly a secular 
change in the level of any indicator 
series. Complications of this kind must 
be anticipated in the formula’s pro- 
visions. 

One method for developing a formula 
is to designate a level of the flexible tax 
base as a high-employment “ normal ” 
level and then provide that in-payments 
to the fund be made when the base was 
at or above the normal level; with- 
drawals could be made when a signifi- 
cant decline below the normal level oc- 
curred." However, designation of a 
figure for the absolute level of the tax 
base (or yield) corresponding to a high 
employment norm for any substantial 
time ahead would be a particularly vul- 
nerable forecast in a dynamic economy. 
A less vulnerable technique would be 
one that relied on the relationship be- 
tween changes in the tax base and fluc 
tuations in economic activity, both in 
regard to direction of change and per- 
centage magnitude. 

Thus the signal for the first release of 
funds could be stipulated as a decline in 
the indicator series below a given per- 
centage of the figure for the previous 
year. Assuming that the reserve fynd 
program is launched in a high employ- 
ment period, a significant decline in the 
indicator series would be associated with 
the onset of the first economic recession. 
The fiscal year from which the decline 
is measured can become a base of refer- 
ence and designated as a reference year 
for the remainder of the recession—that 
is, until the series returns to the refer- 
ence year level. 


15 This principle was ingeniously incorporated into 
a program developed by Carl Shoup and Louis Shere 
See the Report of the New York 
State Commission for Revision of the Tax Laws, 


as early as 1932. 


Albany, 1932. Evidently it was originally intended 
to be the basis of the New York State program 


see Blank, op. cit., p. 86. 
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For example, a decline of say 2 per 
cent from the reference year migh. be 
considered the signal for at least partial 
cessation of in-payments. It might be 
provided further that in-payments 
cease and some withdrawals be available 
for a year when the series falls 5 per 
cent below the reference year value. 
Then, using the taxable retail sales base 
with an income elasticity equal to 1.0 as 
the indicator series, if either Pattern C 
or D eventuated, year 4 would become 
a reference year and in-payments would 
stop and withdrawals would be per- 
mitted in year §. 

The amount of funds released, in- 
cluding the reduction of in-payments, 
should vary directly with the extent of 
the decline in the indicator series. A 
simple method of implementing this 
policy is to provide that the share of the 
fund available for withdrawal in a given 
recession year be related to the percent- 
age decline in the indicator series be- 
tween the reference year and the given 
year.'” The complete suspension of in- 
payments plus withdrawals so provided 
might result in a net release of more 
funds than requirements justify in the 
early stages of recession when the indi- 
cator series first turns down. To avoid 


16 Once a recession was well under way, it would 
probably be a practical necessity to suspend entirely 
the making of further in-payments, although a recent 
recommendation at one time considered by the Mayor’s 
Committee on Management Survey of the City of 
New York would continue in-payments throughout 
the recession, reduced in volume proportionately with 
the decline in the tax base. 

If it were thought necessary to anticipate the 
possibility of protracted sidewise movements follow- 
ing a decline from an inflationary boom, it might 
be provided that the withdrawals diminish with each 
successive year for which the decline from the refer- 
ence year was approximately the same as the pre- 
year. It might also be desirable to allow 
for larger withdrawals at any given level of the 
indicator series during the contraction phase of the 
recession than during the subsequent recovery phase, 
but such provisions would be very .complex. 


ceding 
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the possibility of a dissipation of part of 
the fund in advance of the most urgent 
need, a proviso might be included that, 
so long as the indicator series had not 
declined more than some moderate fig- 
ure, say between 2 per cent and § per 
cent, the reduction of in-payments plus 
withdrawals would be limited to a total 
just sufficient to offset the decline in tax 
yields from all sources, as calculated on 
the basis of reference year tax rates. 
Because requirements rise as the reces- 
sion deepens, as depicted in the charts, 
this proviso would not be appropriate 
for large declines in the indicator series. 

In determining how far into the re- 
covery phase of a recession a net release 
of funds should be allowed, account 
must be taken of the necessity of build- 
ing the reserve before the onset of the 
Thus the decision on 
this point would again depend on the 
general pattern of fluctuations that is 
presupposed in setting up the program. 

After recovery from the first reces- 


next recession. 


sion, a new reference year and signal for 
again releasing funds would be defined 


whenever the indicator series again 
turned down. Since the trend of a flex- 
ible tax base would move closely with 
the trend in aggregate income, the level 
of in-payments and the level of with- 
drawals, as well as the critical signals 
governing the transition from one to 
the other, would be automatically ad- 
justed to secular developments in the 
economy. Thus once set in motion, the 
program might be continued through a 
sequence of economic fluctuations with 
a minimum of readjustment. 

In practice the problem of an infor- 
mation time lag would arise if a tax base 
were used as the indicator series. The 
figure for any fiscal year cannot be 
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known with finality until some time 
after the end of the year, while budgets 
are drawn up prior to the beginning of 
the fiscal year. Nevertheless, in-pay- 
ments and withdrawals could be kept 
fairly well synchronized with current 
developments. At the time when budg- 
ets are drawn up, tentative estimates of 
the tax base for the forthcoming fiscal 
year would be available as part of the 
revenue forecast, and a tentative basis 
would be established for determining 
in-payments or withdrawals. Actual 
withdrawals from the fund would cer- 
tainly never be necessary until the un- 
foiding fiscal year had at least passed the 
halfway mark, since the year’s revenues 
could always be counted on to cover at 
least half of the current budget. By 
mid-year the original tentative estimate 
could be revised on a much firmer basis, 
and a first installment of a withdrawal 
or a contribution could be made at that 
time. An unexpected withdrawal might 
be permitted if things turned out to be 
worse than originally estimated, and an 
unexpected contribution would not be 
required unless things turned out to be 
better. Thus uncertainty would not 
introduce a real hardship. Further, pay- 
ments could be made in the second half 
of the year as more data accumulated, 
and any error that remained at the end 
of the year could be corrected retro- 
actively in the following year. 

The above observations are intended 
to cover the main general problems con- 
nected with the establishment of an 
automatic reserve fund program, Addi- 
tional problems of a more specific nature 
would be encountered by any one city 
that attempted to integrate a reserve 
fund into its own financial system, but 
they are not likely to be so difficult that 





1 | IMPACT OF ECONOMIC FLUCTUATIONS 35 


they would not yield to some ingenuity. 
It must always be kept in mind in ap- 
praising the practical possibilities of a 
program that no set of rules, however 
ingeniously drawn up, can be expected 
to work indefinitely if the program is 
to be realistically related to a changing 
economic environment. 


Vv. SUMMARY 


The major points of this paper can be 
summarized as follows: 

1. The types of general economic 
fluctuations with which municipalities 
must be prepared to cope over the next 
decade include limited, continuous infla- 
tion as well as cyclical patterns that in- 
clude moderate economic recession. 

2. To appraise the possible impact of 
prospective fluctuations on municipal 
finance, an analysis must be made which 
compares effects on requirements with 
effects on revenues. For a proper analy- 
sis of requirements, it is necessary that 
meaningful budgetary objectives be 
specified and held constant while the 
effects of hypothetical fluctuations are 
examined, thereby minimizing the influ- 
ence on requirement patterns of varia- 
tion in local financial policies. A corre- 
sponding analysis of revenues presup- 
poses given revenue structures whose 
sensitivity to economic fluctuations is 
measured by a coefficient of income 
elasticity. 

3. The pattern of- requirements indi- 
cated for the traditional boom-recession 
cycle is one that, after elimination of 
trend, has its minimum somewhere in 
the transition from revival to expansion, 
rises throughout expansion and the sub- 
sequent contraction to reach a maxi- 
mum at the trough of the recession. 
This pattern assumes adherence to a 


budgetary policy of maintaining con- 
stant standards of service throughout 
the cycle, including the grant of a con- 
stant “real” amount of general relief 
to all persons who qualify on the basis 
of unchanged eligibility rules. The 
standards are presumed to represent 
what would be acceptable achievements 
under conditions of high employment 
and stable prices. Alternative budget- 
ary policies would be unlikely to yield 
substantially different requirement pat- 
terns, so long as they took adequate 
account of the long-run wants of the 
communities served and did not them- 
selves contain attempts to anticipate 
financial difficulties that might arise as 
a result of fluctuations. 

4. With budgetary objectives given, 
the best adaptation of municipal reve- 
nue sources to economic fluctuations is 
one that minimizes the necessity for 
modification of the revenue structure; 
in particular, increases in tax rates or 
introduction of new taxes. Insofar as 
inflationary developments are concerned, 
high elasticity tax sources such as sales 
and income taxes are preferable to low 
elasticity, stable sources such as the 
property tax. With regard to the boom- 
recession cycle, so long as budgets are 
to be balanced annually, it is impossible 
for an unchanged revenue structure of 
any degree of elasticity to produce a 
pattern of yield that matches the fluctu- 
ating pattern of requirements. If, how- 
ever, annual balancing of budgets is not 
required so that surpluses generated in 
years of high employment can be carried 
over to offset deficits incurred during 
recession, the need for raising tax rates 
in recession may be substantially re- 
duced and a major disadvantage of 
highly elastic taxes removed. Thus, 
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assuming a practicable program of sur- 
plus carry-over can be worked out, it is 
clear that adoption of high elasticity 
(cycle-sensitive) taxes by municipalities 
is to be encouraged. 

§. An automatic counter-deflationary 
reserve fund, in which in-payments and 
withdrawals are based on movements in 
the base of a high elasticity tax, offers a 
realistic and practical method for imple- 
menting a program of surplus carry- 
Although problems of forecast- 
ing would inevitably arise and some 
complexity would necessarily enter into 
the provision governing the fund’s 
operation, the difficulties raised are by 
no means insurmountable. 


over, 


APPENDIX 


This appendix describes the construction 
of the requirements indices shown in Charts 
1 and 2. Table I gives indices for the 


various categories of requirements. 

The indices for operating cost categories 
(columns 1 through 7) are in the main con- 
structed as weighted averages of two sub- 
indices, one representing movements in pay- 
rolls and one reflecting changes in expendi- 


tures for materials. The relative weights 
of the two subindices for each category is 
determined from the 1950 allocation of ex- 
penditures in that category as between per- 
sonnel and supplies. 

For the payroll subindices it is assumed 
that cities will be able to attract and hold a 
constant quality of personnel only if the 
level of wage rates keeps pace with rates in 
similar occupations in federal and private 
employment. ‘This is taken here to require 
allowance for annual “ productivity” in- 
creases and for changes in consumer goods 
prices. ‘The changes in consumer prices are 
derived from correlations of the BLS Con- 
sumers Price Index with the implicit price 
deflator for the Gross National Product over 
the period 1929-1952. 
tionships thus established were applied to the 


The regression rela- 


[Vor. VII 


assumed patterns of price movement ac- 
companying each of the hypothetical Gross 
Product patterns. 

Numbers of personnel are assumed to ex- 
pand proportionately with projected urban 
population increases, in order to provide a 
constant per capita service. Indices of 
population growth are based on the Bureau 
of Census forecasts, medium fertility esti- 
mates. Movements in payrolls are then the 
product of computed movements in wage 
rates and personnel. 

The materials subindex for each category 
is similarly a product of changes in prices 
and changes in quantities purchased. The 
price movements are constructed as indicated 
for the consumer price index, making use 
of the BLS wholesale index most nearly 
relevant for the specific category consid- 
ered. The amounts of purchases are pre- 
sumed to expand in accordance with the 
urban population growth. 

For the five categories listed in the foot- 
note to the table the same proportion of 
total outlays is accounted for by payrolls; 
these categories are therefore combined and 
are represented by a single index in column 
3 which weights the payroll subindex by 
0.75 and a materials subindex (based on 
the BLS index for all commodities) by 0.25. 
For the Highways category, which represents 
maintenance, not construction, the weight 
assigned to the payrolls subindex is 0.65 
while that for the materials index (based 
on the prices of Nonmetallic Minerals, 
Structural) receives the remaining 0.35 
weight. 

The index for the Public Welfare category 
is the one with the widest variability over 
the eight-year time span and its movements 
are particularly important in producing the 
depression period swell in the final indices. 
As the concept of the “ standard budget ” 
is construed for this category, expenditure 
for welfare should respond both to changes 
in employment and to changes in prices. 
The standard to be adhered to provides for 
a fixed amount of “ real” aid to all persons 
who become eligible for it according to 
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TABLE I 
Cost INnpices sy Bureau or Census CArecorigs ror THE STANDARD Buporr 


Educa- General > 
tion Control Sani- — High I _ 
and and tation, Hos ‘ae Wel 

Libra- Public  ete.* ‘tals _ fs ~3 
ries Safety _—— ais 
(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) 


Capi- 
tal Trust Final 
Out- Funds Index 
lay 


Utility Debt 
Opera- Serv- 
tion ice 


Pattern A 
100.02 100.0 100.0 100.0 100.0 1000 1000 1000 1000 1000 
107.7 103.1 103.1 102.7 1028 100.2 103.1 100.0 1008 1053 
114.3 106.7 1059 105.7 1054 1005 1059 1000 906 1104 
120.4 110.0 1088 1085 1080 1008 1088 1000 938 1149 
125.6 113.7 1120 1115 1110 1010 1120 1000 972 1195 
130.4 116.9 1148 114.2 113.5 1013 1148 1000 868 1233 
133.3 120.1 117.7 1168 1160 1016 117.7 1000 844 1268 
137.0 123.5 120.5 119.4 1185 1019 1205 1000 848 1304 
Pattern B 
100.0 100.0 100.0 100.0 100.0 1000 1000 1000 1000 1000 
112.0 108.0 108.3 108.3 108.2 1049 1083 100.0 1102 1096 
123.5 115.8 1160 1162 1164 1100 1160 1000 78 119.3 
136.1 125.3 125.3 125.4 126.1 1154 1253 1000 21. 130.0 
149.5 136.3 136.1 136.0 137.1 121.1 1361 1000 1362 1425 
161.7 146.4 145.7 145.6 147.3 127.1 145.7 100.0 31. 153.2 
173.3 157.7 156.8 156.6 158.7 1336 1568 100.0 37§ 164.9 
184.9 168.6 167.5 167.1 169.8 140.7 1675 100.0 9. 176.0 
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Pattern C 


100.0 100.0 100.0 1000 1000 1000 1000 1000 : 100.0 

107.7 103.1 103.1 102.7. 1028 1002 103.1 1000 8 1053 

1143 106.7 105.9 105.7 1064 1005 1059 1000 906 1104 

120.4 110.0 108.7 108.5 1080 1008 108.7 1000 938 1149 

122.6 110.7 108.8 108.0 107.7 2304 1088 1000 92, 116.5 

124.1 111.1 109.0 1083 107.1 3539 109.0 1000 117.5 

126.8 114.7 112.5 1119 1108 2306 1125 1000 $ 120.9 

‘ 130.4 118.1 116.0 1152 1145 1013 1160 1000 124.4 

Pattern C’ 

100.0 100.0 100.0 100.0 1000 1000 1000 1000 100.0 

949 105.1 100.8 100.1 99.7 999 2296 100.1 100.0 ; 102.8 

89.0 1088 101.4 100.5 1002 993 353.1 1005 1000 82. 104.9 
1008 1146 105.0 104.2 1039 1032 2298 1042 1000 895 1093 
113.7 1196 108.7 107.8 107.5 1074 1005 1078 1000 972 113.7 
1174 124.1 111.7 110.5 110.2 1098 1008 1105 1000 868 1175 
1209 1268 114.9 113.2 112.7 1122 1010 1132 1000 844 1209 
1246 1304 118.1 116.0 1152 1145 1013 1160 1000 S848 1244 


Pattern D 
» 100.0 100.0 100.0 100.0 100.0 100.0 1000 1000 100.0 100.0 1000 
, 108.6 110.0 108.0 108.3 108.3 108.2 1049 1083 100.0 1102 1096 
1179 1235 115.8 116.0 116.2 116.7 1100 1160 1000 1078 1193 
127.5 136.1 125.3 1248 124.7 126.1 1154 1248 1000 1213 1300 
1143 138.5 125.1 123.2 122.7 1229 256.1 123.2 100.0 1134 1316 
107.0 1402 125.5 123.2 122.0 1216 3859 1232 1000 93.5 1328 
125.1 1433 129.9 128.4 1279 1275 2584 1284 1000 1000 136.1 
1442 1473 134.1 133.0 1326 133.2 1160 1330 1000 1096 1402 


Pattern D’ 
1000 1000 100.0 100.0 100.0 1000 1000 1000 100.0 1000 1000 
90.1 105.1 100.2 98.7 98.1 97.7 2215 98.7 1000 886 1028 
843 1088 100.8 98.8 98.1 96.7 3365 988 1000 73.7 1049 
998 1146 104.8 1039 1036 1004 2278 1039 1000 876 1093 
113.7 1196 108.7 1078 1075 1074 1005 1078 1000 972 113.7 
123.3 129.0 116.6 1160 115.7 1154 1054 1160 1000 %9 1223 
133.2 137.0 124.7 123.9 123.7 123.7 1105 1239 1000 1004 1302 
1442 1473 134.3 133.0 133.0 133.5 1160 1330 1000 1096 1402 


* Includes sanitation, recreation, nonhighway transportation, housing and miscellaneous. 
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statutory rules that remain unchanged 
throughout the period. Thus case loads 
are related to the hypothetical levels of un- 
employment accompanying the gross product 
patterns. 

This is not to imply that caseloads pre- 
dominantly represent persons unemployed, 
but only that depressed conditions producing 
increased unemployment tend to produce in- 
creased caseloads in what appears to be a 
close relationship. However, there are very 
little data relevant for as lengthy a depression 
as is hypothesized here. In a long depression 
a significant number of relief cases are likely 
to be individuals who apply for relief only 
after exhausting their unemployment com- 
pensation, implying that they have been re- 
corded as unemployed a maximum of six 
months earlier. To adjust for this factor 
in establishing a relationship between the 
welfare series and the unemployment series 
would require assumptions as to the rate of 
turnover of the unemployed population. 
No such adjustment is made here, with the 


possible result that rise in the welfare index 


is somewhat understated. However, for the 
annual data used here any resulting distor- 
tion of the timing of the relationship is very 
minor. The monthly caseloads data for 
large cities are published by the Federal 
Security Agency and unemployment figures 
by the Department of Commerce. The 
dollar outlay for aid per eligible case is as- 
sumed to move proportionately with the 
index of consumer prices, thus providing for 
constant “ real ”’ assistance. 

The cost of maintaining trust funds, 
column 8, which is almost exclusively for 
employee retirement systems, is estimated 
from the payroll indices for the other cate- 
gories of operating expenses. The major 
problera for Capital Outlays arises in the 
determination of the weight and is discussed 
below. It is assumed that debt service 
throughout the period continues at the rate 
established in 1950, and no new borrowing 
is allowed for in the initial computations. 
The effect of new debt financing is discussed 
on page 28. 


(Vou. VI 


The weights used to combine these cost 
indices into the final index are shown in 


Table II below: 
TABLE II 
Weicuts ror Cosr INpices 


Education and Libraries 
2. General Control and Public Safety 
De ME ER oon ox oc vb eee be we 
. Health and Hospitals 
Highways 
. Public Welfare 
. Utility Operation 
. Trust Funds 


The weight for each category is based on 
the average (for the 39 cities) percentage 
of total operating outlays spent in that cate- 
gory. However, expenditure on certain 
functions, notably schools and public wel- 
fare, though appearing in most city budgets, 
are in some areas administered and financed 
by special districts or county governments 
and are not included in the census data for 
cities. Upward adjustment of the census 
figures for these categories has been made on 
the basis of data provided by the Federal Se- 
curity Agency’s Biennial Survey of Educa- 
tion and its reports on Assistance in Large 
Cities. (The weight for the Public Welfare 
category does not include several special 
forms of assistance which are provided by 
only four cities.) 

With these adjustments, the distribution 
of the 39 percentages in each category is 
approximately normal, and the clustering is 
fairly close. For example, the average per- 
centage of operation outlays for 1950 allo- 
cated to the combined grouping of General 
Control and Public Safety was 24.4 per cent, 
with half the cities allocating percentages 
between 22.2 per cent and 25.6 per cent. 
For the Public Welfare category, the one 
with the widest dispersion (as measured by 
V ==o0/X == 32 per cent) the average per- 
centage allocation was 4.6 per cent, with half 
the cities allocating between 4.0 per cent and 
6.4 per cent. However, no single set of ex- 
penditure patterns can reflect precisely the 
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requirements of each of the cities, and the 
most that can be claimed is that the patterns 
are fairly representative and can indicate 
the problems relevant for most large cities, 
and perhaps for many smaller ones. 

The use of the actual 1951 expenditure 
as a basis for weighting the Capital Outlay 
category would not be consistent with the 
concept of the “ standard budget.” The 
volume of services rendered by capital equip- 
ment in a given year is a function of the 
total amount of capital available for use 
during the year, not of the quantity newly 
constructed or acquired. To continue to 


provide the same volume of services per 
capita in subsequent years, the total annual 
capital outlay must be sufficient to main- 
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tain the “ real’ value of assets at the initial 
year level, plus expansion to allow for popu- 
lation growth. A crude estimate of $25 
billion was made for the total amount of 
reproducible physical assets available to the 
group of 39 cities during the year 1951; 
with a depreciation rate of 2’ per cent per 
year an expenditure of $625 million would 
represent roughly the amount necessary to 
maintain the 1951 capital stock intact at the 
prevailing price level. A further expendi- 
ture of about $375 million would be neces- 
sary to cover the 1% per cent population 
increase over the year. The weights for the 
categories were then computed as though 
the expenditure for capital outlays in 1951 
had been (625 + 375) $1 billion. 





REVENUE BONDS AND TAX IMMUNITY 


B. U. RATCHFORD * 


PREVIOUS PAPER traced the de- 
velopment of the doctrine of inter- 
governmental tax immunities in the 
United States and described some of the 
steps which the Supreme Court has taken 
in the past half century to curtail or 
limit the application of that doctrine.’ 
It is the purpose of this paper to discuss 
the application of that doctrine to reve- 
nue bonds and to consider some of the 
implications of the increased use of reve- 
nue bonds in recent years, especially their 
use by local governments in programs to 
attract new industries. The use of reve- 


nue bonds has been increasing rapidly in 
the years since World War II, and the 
nature of such bonds may have signifi- 
cant implications for the doctrine of tax 


immunity, 
Revenue Bonds in General 


Nature and uses of revenue bonds. It 
is difficult to give a specific definition 
of revenue bonds because they are still 
evolving, both with respect to their 
fundamental nature and to the uses 


* The author is professor of economics at Duke 
University. 


1B. U. Ratchford, “Intergovernmental Tax Im- 
munities in the United States,” National Tax Journal, 
December, 1953, p. 305. In that paper there were 
one error and one omission which should be cor- 
rected. The sentence in footnote 45, p. 316, which 
reads “ The Court upheld the tax .. .” should read 
“The Court held the tax invalid .. .”. 

The same footnute referred to z bill introduced 
by Senator Knowland in 1952 to place the Atomic 
Energy Commission on the same basis as other fed- 
eral agencies in respect to taxation, which bill was 
not acted upon by Congress. In 1953 
Knowland and Kuchel introduced a similar bill 
which was passed by Congress, approved by the 
President on August 13, 1953, and became Public 
Law 262, 83d Cong., Ist Sess. The considerations in- 
volved in the bill are discussed in Senate Report No. 
694, 83d. Cong., Ist Sess. (July 28, 1953). 


Senators 


which they serve. They may be issued 
by a state, by a state or interstate 
agency, by a political subdivision, or by 
an agency of a political subdivision. 
Perhaps their most significant character- 
istics are: (1) they are not general (or 
full faith and credit) obligations of any 
governmental unit; and (2) they may 
not be serviced from, or have any claim 
upon, the tax or other general revenues 
of a governmental unit. In respect to 
the latter point, however, subterfuges 
are often adopted which, in effect, allow 
these bonds to be serviced from general 
revenues. 

In the typical case revenue bonds are 
sold in order to finance some specific 
revenue-producing project. The bonds 
are then serviced from the net income 
or revenues from that project. The 
Port of New York Authority has issued 
many revenue bonds to finance its vari- 
ous undertakings. Other types of proj- 
ects include: toll roads, toll bridges, 
university dormitories, and off-street 
parking facilities. In some 
particular taxes or other specified forms 
of general revenue are ear-marked and 
pledged as security for revenue bonds. 
Usually, however, this is regarded as an 
abuse of the revenue-bond method, and 
the securities are times called 
pseudo-revenue bonds. In still other 
cases, some public or private agency 
builds a school building, an office build- 
ing, or some other physical facility and 
rents it to some governmental unit for 
a rental which will service the bonds. 
In such a case the bonds are serviced 
indirectly from the general funds of the 
unit, which uses the Such 


instances 


some 


facilities. 
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bonds are revenue bonds in form but 
not in substance. 

Another characteristic of revenue 
bonds is that they are not subject to the 
constitutional and statutory debt limi- 
tations found in nearly all states. In 
many states, the state courts subscribe 
to the Special Fund doctrine which holds 
that bonds serviced from special funds 
are not debts in the constitutional sense. 
This means that governmental units or 
agencies can issue revenue bonds with- 
out observing the many and complicated 
provisions which govern the issue of 
general obligations. In particular it 
means that they are not bound by the 
usual limitations on the amount of debt 
which they may incur.” 


In recent years the use of revenue 
bonds has increased rapidly. The press- 
ing need for more school buildings and 
more adequate highway facilities after 


World War II has been responsible for 
much of the increase. Between 1946 
and 1952 outstanding revenue bonds of 
states and state agencies increased from 
$316 million to $1,714 million—an in- 
crease of 442 per cent, compared with 
an increase of 151 per cent in the gen- 
eral obligations of those bodies. During 
the same period revenue bonds increased 
from 13.5 per cent of all long-term debt 
of those bodies to 25.8 per cent.* In the 
first ten months of 1952, tax-exempt 
revenue bonds issued by state and local 
governments amounted to $1.2 billion, 
or 31.6 per cent of all bonds issued by 
those units in that period.‘ 


2For more complete discussions of revenue bonds 
see B. U. Ratchford, American State Debts (Dur- 
N. C., 1941), pp. 497-523; Lawrence S. 
Knappen, Revenue Bonds and the Investor (New 
York, 1939); Frederick L. Bird, Revenue Bonds 
(Los Angeles, 1941). 


ham, 


3U. §. Bureau of the Census, Compendium of 
State Government Finances, 1946, p. 29; Ibid., 1952, 
p. 7. 

4 The Bond Buyer, Special Convention Issue, Supple- 
ment, Dec. 1, 1952. 


Position of the courts on exemption 
of revenue bonds. Apparently the Su- 
preme Court has never faced squarely 
the question of the tax exemption of 
revenue bonds. Indirectly it approved 
exemption by denying certiorari in the 
two cases of Commissioner v. Sham- 
berg’s Estate and Commissioner v. 
White’s Estate.” In those two cases the 
Circuit Court held that interest on reve- 
nue bonds was exempt from the federal 
income tax but based its finding to a 
considerable extent on the wording of 
the applicable Treasury Regulation. At 
one point it said: 


We think that this [Treasury] regulation 
covered bonds of such a public body as the 
Authority, and was within the scope of the 
statute. When it gave immunity to bonds 
issued “on behalf of ” the state as well as 
those issued by the state itself, those words 
certainly meant something in addition to the 
words “ issued by ”, and what can the added 
words refer to except bonds issued by a state 
agency to carry out a public purpose where 
the latter is not named as obligor on the 
bond. We need not claim that this public 
purpose may be a commercial enterprise for 
mere profit, as distinguished from a public 
activity of the traditional sort in which the 
Authority is engaged.® 


The Court then pointed out that several 
times municipal bonds had been held to 
be within the exemption “. . . even 
though payment is to be made only out 
of special funds and the credit of the 
municipalities was not pledged.” In 
support of this point the Circuit Court 
cited three circuit court cases and two 
supreme court cases. The three lower 
court cases cited’ all dealt with special 
assessment bonds or improvement bonds 


5323 U. S. 792 (1945). 


6 Commissioner v. Shamberg’s Estate, 144 F. 2d, 
p. 1006. 


7 Commissioner v. Pontarelli, 97 F. 2d 793 (1938); 
Commissioner’ v. Carey Reed Co., 101 F. 2d 602 
(1939); Commissioner, 111 F. 2d 9 
(1940). 


Bryant v. 
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payable out of special tax funds. Such 
pseudo-revenue bonds rest upon funds 
which are raised by the exercise of a 
sovereign power, in these cases, the 
power to levy taxes or special assess- 
ments, True revenue bonds, on the 
other hand, are serviced from funds 
raised by charges which are essentially 
commercial charges, such as tolls and 
rentals. In one of the cited cases * the 
Circuit Court quoted the particular part 
of the Treasury Regulation involved, 
which defined “ political subdivision ” 
to include 

. any division of the State or Territory 
which is a municipal corporation or to which 
has been delegated the right to exercise part 
of the sovereign power of the State or Terri- 
tory. |This might include| for the pur- 
pose of exemption, special assessment dis- 
tricts so created such as road, water, sewer, 
gas, light, reclamation, drainage, irrigation, 
levee, school, harbor, port improvement, and 
similar districts and divisions of a State or 
Territory.” (Italics added.) 

If the words “ special assessment ” 
were meant to modify all of the types 
of districts enumerated, as seems to be 
the case, then those districts are not of 
the same nature as most of the agencies 
which today issue true revenue bonds. 
Furthermore, that is the logical con- 
struction, for at the time the Regulation 
was issued, there were relatively few 
revenue bonds outstanding, and the spe- 
cial assessment district was the typical 
special district. In any event, it would 
seem that the Treasury Regulation here 
had extended the meaning of the Inter- 
nal Revenue Code somewhat and had 
given it a connotation which favored 
the exemption of interest on revenue 
bonds. 


In the Supreme Court cases '° 


which 
8 Bryan v. Commissioner, 111 F. 2d 9. 
9 Treasury Regulation 86, Art. 22 (b) (4)-1, 
quoted at 111 F. 2d, 11. 

10 Brush v. Commissioner, 300 U. §S. 352 and 
Helvering v. Griffiths, 318 U.S. 371. 
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the Circuit Court cited to support its 
finding, no revenue bonds were involved 
in any way, and a careful reading of the 
two cases fails to disclose any language 
of the Court which might be construed 
as an approval of the exemption of in- 
terest on revenue bonds. If such ap- 
proval is there, it can only lie in some 
obscure and indirect reference. 

To get a clear cut statement of the 
tax position of the interest on revenue 
bonds, two things would seem to be 
necessary. First, the Treasury Depart- 
ment would have to modify its regula- 
tions so that they would cover no more 
ground, directly or by implication, than 
is covered by the Internal Revenue 
Code, and then bring a case in which it 
attempted to tax such interest. Second, 
the Supreme Court would have to con- 
sider and decide such a case. 

The logic of tax immunity and reve- 
nue bonds. Regardless of the legal posi- 
tion, there is, logically, a fundamental 
inconsistency in applying the doctrine 
of tax immunity to revenue bonds 
under existing laws and _ conditions. 
Briefly and bluntly that inconsistency 
is this: in order to invoke tax immunity, 
the agency which issues those bonds 
must show that they are the obligations 
of a state or subdivision; but in order to 
prove that they are true revenue bonds 
and not subject to the usual debt limi- 
tations it must show that they are not 
the obligations of any such unit. The 
latter point has been demonstrated 


many timzs in cases involving revenue 
bonds before state courts. For example, 
the Kentucky Court of Appeals had this 


to say about one issue of revenue bonds: 


. the ingenious plan for paying for the 
property must be deemed to be a proprietary 
venture. . . . It is expressly stated in the 
statute, ordinance, and bonds that they do 
not constitute an obligation of the city. 
Nor is there any lending of credit in other 
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form. .. . The City’s hand collects and dis- 
penses the rents. It becomes a trustee but 
not a creditor or guarantor."! 


In cases like this, where the bonds are 
issued by a city and no other agency is 
involved, and where the statute and the 
courts are agreed that the bonds are in 
no sense obligations of the city, it is 
difficult to see how the bonds could be 
construed to be obligations of a state or 
a political subdivision. 

If we forget the specific language of 
statutes and consider only the under- 
lying logic of the situation, the case is 
As the Court has repeat- 
edly stated, the primary purpose of tax 
immunity is to protect the existence 
and essential functions of states. Reve- 
nue bonds are justified on the ground 
that states will not use general funds to 
service them. If the function being 
financed by revenue bonds is really 
necessary and essential, the state which 
issues the bonds cannot, in good con- 
science, disclaim responsibility for fi- 
nancing it if the need should arise. Yet 
it must do just that, at least in form, 
when it issues revenue bonds. If the 
function is mot essential, then the state 
has no valid basis for claiming tax im- 
munity for the interest on the revenue 
bonds. Further, if a given function is 
not sufficiently important to justify a 
state in assuming financial responsibility 
for it, the state is in a weak position to 
ask the federal government to subsidize 
that function by exempting from taxa- 
tion the interest on the bonds issued to 
finance it. In some cases the state could, 
by making the bonds general obliga- 
tions, realize a saving which would 
probably equal the saving arising out of 
tax exemption. '” 


no stronger. 


11 Faulconer vy. Danville, 232 S. W. 
(1950). 


2d 80, p. 84 


12 For example, it was estimated that over the 
life of the $500,000,000 of bonds to be issued for 


the New York Thruway, as much as $120,000,000 
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Practical aspect. On the practical 
side the argument most frequently used 
against repealing the tax immunity of 
the interest on state and local bonds is 
that it would greatly increase the bur- 
den of property taxes. Even in the case 
of general obligations, the amount of 
the increase is often exaggerated. But 
this argument does not apply at all to 
revenue bonds because, by definition, 
true revenue bonds cannot be serviced 
from tax revenues. 


Industrial Aid Bonds and 
Tax Immunity 


Since World War II, revenue bonds 
have been instrumental in the revival of 
a nineteenth century practice which 
caused widespread losses to states and 
local governments and eventually led to 
the amendment of most state constitu- 
tions to prohibit it. It is the practice 


of using public funds to subsidize pri- 


vate companies. In the nineteenth cen- 
tury the subsidies usually went to rail- 
roads; today they usually go to manu- 
facturing companies.’* 

Nature and uses of bonds. In the 
typical case a state enacts a general 
enabling statute which permits cities to 
issue revenue bonds and use the pro- 
ceeds to acquire land, erect buildings, 
and (in three cases) purchase equip- 
ment to be leased to private manufac- 
turing companies. Rentals are set at a 
figure which will pay the interest on the 
debt and repay the principal as the 
bonds mature. When all bonds are re- 
tired, the lessee usually has the option 
to purchase the plant for a nominal sum. 
During the time that the property is 


of interest might be saved if the bonds were issued 
as general obligations of the state rather than as 
revenue bonds. The New York Times, Nov. 4, 
1953, See. 3, mp 1. 

13 As 


industries are 


bonds 
bonds. In 
example, all such bonds must be general obligations. 


to aid 
Mississippi, for 


noted below, not all issued 


revenue 
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owned by the city or other body, it is 
exempt from all taxes levied by the 
state or local governments. The city 
has no liability on the bonds except to 
use the rental payments to pay interest 
and principal. In the most extreme case 
which has yet appeared the city of 
Florence, Alabama issued $1,300,000 of 
§ per cent Convertible Mortgage Indus- 
trial Development Revenue Bonds— 
convertible into stock of the company 
which was to lease the plant.’ 

The net result of this arrangement— 
and the feature which is held out to 
attract industrial plants—is that the pri- 
vate company receives two subsidies. 
At present the interest on the bonds is 
not subject to the federal income tax 
and so the federal government gives a 
subsidy which allows the capital to be 
raised at a lower rate of interest. Ex- 


emption from state and local property 


taxes constitutes the second subsidy. 
The company which receives those 
subsidies has an advantage over its com- 
petitors and, as has often been pointed 
out, if these programs are successful the 
time may come when those competitors 


14 The Bond Buyer, Aug. 9, 1952, p. 8. Since the 
above was written another case has come to light 
which illustrates still other possibilities of such 
bonds. In January, 1954 the voters of the little 
town of Sevierville, Tennessee unanimously approved 
the issue of $2,000,000 of bonds, the proceeds of 
which are to be used to build a building to be rented 
to a textile firm which will move from nearby Knox- 
ville. Despite the disapproval of investment bankers, 
the mayor of the town said he had no worries about 
selling the bonds since the textile firm had “ guar- 
anteed ” their sale and there was a possibility that 
the company might buy the bonds itself. If that 
should happen, the firm would, each month, make 
the rental payment which would, of course, consti- 
tute a deduction for tax purposes, and then periodi- 
cally would receive back those payments in the form 
of tax-exempt interest and repayment of principal. 
In addition, the property will be exempt from prop- 
erty taxes for 40 years. The New York Times, Jan. 
9, 1953, p. 19. Apparently “old” firms are find- 
ing ways to take advantage of the benefits offered to 
“new” firms without moving far away from home. 
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will demand some relief to compensate 
for that advantage. 

The state of Mississippi first entered 
this field before World War II with its 
“ Balance Agriculture With Industry ” 
program. That program was revived in 
1944 after it had lapsed some years 
before. In that state all projects must 
be approved by a state board and the 
bonds, all of which are general obliga- 
tions, must be approved by the voters 
in the unit which is to issue them. Since 
1945 Alabama, Illinois, Kentucky, Lou- 
isiana, and Tennessee have adopted 
legislation of this kind. Those laws usu- 
ally permit the issue of revenue bonds; 
in some cases they do not have to be 
approved by the voters. In addition, 
proposals which would have set up state 
development agencies with the power to 
issue revenue bonds were considered in 
Massachusetts and Rhode Island but 
were not approved. Finally, one city in 
Florida unsuccessfully attempted, with- 
out benefit of special legislation, to carry 
out a project of this kind under its gen- 
eral corporate powers as a municipality. 
Despite strong constitutional provisions 
against the lending of public credit in 
some of the states, no state court of last 
resort has yet held one of these laws to 
be unconstitutional, although the Ken- 
tucky court showed considerable uncer- 
tainty. No cases have yet been reported 
from Illinois or Louisiana. 

Economic aspects. The economic 
considerations which usually lead com- 
munities to use this method of attract- 
ing industry are well-known. Usually 
the governments which use the plan are 
in low-income communities, in most 
cases predominantly agricultural, with 
little if any industry and with a surplus 
of labor. They are extremely anxious 
to realize the higher income to be de- 
rived from manufacturing. For a par- 
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ticular community in the short run this 
may appear to be a sound and desirable 
method of achieving that industrializa- 
tion with its higher income—and occa- 
sionally it may be a sound method in 
the long run. 

This is a most complex and contro- 
versial question which cannot be re- 
solved here. Generally, economists are 
highly skeptical of both the soundness 
and the efficacy of this method of pro- 
moting industrialization.'® Some of the 
reasons may be briefly summarized as 
follows: 


1. Subsidies and aids of this kind do 
not change the basic economic factors 
which in the long run must govern the 
location of industry. If special and 
temporary inducements lead to the 
overlooking or disregarding of those 
basic factors, the industry may not be 


soundly located and may well create the 
necessity of an indefinite continuation 


of the aid. 


2. Local communities have a limited 
perspective in evaluating the soundness 
of a particular industry in a given loca- 
tion and may be indiscriminate in choos- 
ing the industries to receive help. This 
may well lead to wasteful and “ cut- 
throat ” competition between communi- 
ties for industries. Subsidies in one 
community may well lead to pressure 
for the adoption of similar inducements 
in other communities; competitive ad- 
vantages are thus equalized, but indus- 
try is left on a subsidized and artificial 
basis. 

3. Generally, only small, poorly fi- 
nanced firms in industries which have 
small capital requirements and low pro- 


15 See, for example, Encyclopaedia of the Social 
Sciences, XIV, pp. 430-432; McLaughlin and Robock, 
Why Industry Moves South (Washington, 1949), 
pp.: 112-114; Federal Reserve Bank of Chicago, 
Business Conditions (Sept., 1952), pp. 12-14. 
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ductivity and pay low wages are at- 
tracted by inducements of this kind. 
The apparel and shoe industries are 
typical examples. The establishment of 
these industries in a community may 
later be a handicap in attracting the 
more productive, higher-wage indus- 
tries. On the contrary, the soundly 
financed firms in the more productive 
industries are rarely influenced by subsi- 
dies in choosing the location of their 
plants. 

4. Many increases in community costs 
are frequently left out of the computa- 
tion in this method of promoting indus- 
trialization. Cities will frequently have 
to make large outlays for schools, 
streets, water and sewer systems, police 
and fire protection, and so on. If the 
industrial plant which is the cause of 
such outlays is itself exempt from taxa- 
tion, this fact is not likely to generate 
goodwill toward that plant, especially 
on the part of taxpayers who receive no 
benefit from it. 

§. It is unfair to business firms al- 
ready operating in the community; only 
new firms get the aid. 

6. The historical record of policies of 
this kind is not a good one. On the one 
hand, there is no record of the develop- 
ment of any major industrial area in 
which policies of this kind played a sig- 
nificant part. On the other hand, there 
have been many cases of waste, misuse, 
and loss. After a careful study of a 
century of municipal debts, Hillhouse 
stated: “Much of the over-borrowing 
has been due to the use of municipal 
credit in aid of real estate speculation and 
over-development. . . . The misuse of 
municipal credit by private enterprise is 
now an old story.” *® 


With particular respect to the reve- 


164. M. Hillhouse, Municipal Bonds; A Century 
of Experience (New York, 1936), p. 475. 
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nue bonds which are used in programs 
of this kind, three observations are in 
order: 


First, while they are not, on their 
face, obligations of the governmental 
unit which sponsors them, the credit of 
that unit would be adversely affected if 
they should suffer default, and that unit 
would experience difficulty in borrow- 
ing for general purposes. 

Secondly, in case of default that unit 
would be subject to great pressure to 
provide some kind of assistance to the 
company which was aided by the use of 
the bonds. If the community had 
grown and developed around the com- 
pany, as was planned, the case for aid 
would be stronger than it was in the 
first instance. Despite statutory and 
constitutional prohibitions, ways can be 
found for extending that aid, directly 
or indirectly. 


Finally, revenue bonds used in this 
way constitute a very insidious method 
for introducing state capitalism into the 
For the business firms and 


economy. 
governmental units immediately in- 
volved, it appears to be easy, painless, and 
profitable; as in many other instances of 
special privileges to particular groups 
“ the benefits are concentrated while the 
burden is widely dispersed.” But as 
pointed out above, once their use has 
attained significant proportions, pres- 
sures develop for its continuation and 
extension to other firms, industries, and 
communities. 


For the above and other reasons, the 
use of revenue bonds to provide indus- 
trial aid has been condemned by the 
American Bar Association, the Invest- 
ment Bankers’ Association, and the Mu- 
nicipal Finance Officers’ Association. 
The latter organization stated in a reso- 
lution that a continuation and extension 
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of the practice would be undesirable 
because 

(1) ... it can adversely influence the posi- 
tion and traditional immunity from taxation 
of the income from municipal obligations; 
. » + (3) the practice causes local govern- 
ments to issue obligations for purposes not 
usually regarded as being governmental 
functions.'* 

Legal and constitutional aspects. If 
there should be a challenge to the tax 
immunity of the interest paid on reve- 
nue bonds issued to aid industry, the 
Court might logically and appropriately 
deny such immunity on any one of 
three grounds. 

The first ground is that the bonds are 
not “... obligations of a State, Terri- 
tory, or any political subdivision thereof 

..” as specified in the Internal Reve- 
nue Code. This is necessarily so if they 
are true revenue bonds. ‘The fact is 
proclaimed in the authorizing statutes 
and on the face of the bonds. Each of 
the bonds issued under the Tennessee 
Act states on its face that the holder 
cannot compel the exercise of the tax- 
ing power of a municipality for pay- 
ment of any part of the bond and“... 
that it is not an indebtedness of the 
municipality within the meaning of any 
constitutional or statutory provision.” '* 


17 The Bond Buyer, July 5, 1952, p. 5. Apparently 
the Eisenhower administration does not look with 
favor on industrial aid bonds either, for Under Sec- 
retary Folsom has referred to the “new Problem ” 
presented by “the use of tax-exempt securities to 
finance municipally owned industrial plants.” Treas- 
ury Department Press Release H-95, April 16, 1953, 
p. 7. 


18 This is the description given by the Supreme 
Court of Tennessee in Holly v. City of Elizabethton, 
241 S. W. 2d, p. 1003 (1951). 

In an apparent effort to stay within the bounds of 
tax immunity, the Alabama legislature provided that 
the bonds were to be “limited obligations” of the 
municipalities, but the substance of the Act gives 
no support for such an expression. The bonds are 
payable “solely out of revenues” from the project, 

(See next page) 
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Further, the Tennessee Court has held 
that bonds of this kind “. . . do not 
constitute a lending of the credit of 
the municipality to a private corpora- 
tion.” '® Since the bonds themselves are 
not obligations of the municipality and 
since the use of them by private cor- 
porations is not a lending of the munici- 
pality’s credit, it would seem that the 
only thing which the municipality con- 
fers on the private corporation is the 
abstracted, disembodied exemption of 
the interest on the bonds from the fed- 
eral income tax. 

If the Court wishes to look beyond 
legal terminology to the substance of 
the matter, it would find an equally 
strong case. The bonds, to the extent 
that they are obligations at all, are obli- 
gations solely of the company which 
rents the facilities. It receives the direct 
and immediate benefit from their issue, 
and it must supply the funds from 
which they are to be paid. In view of 
the Court’s often repeated statement 
that provisions granting tax exemption 
must be narrowly construed, especially 
where private taxpapers receive the 
benefit, it would seem that the Court 
would have strong grounds for denying 
immunity in a case of this kind. 


This question was considered by the 


Circuit Court in White’s case. There 
the Authority which issued the bonds 
was a public corporation which exercised 
“traditional and primary state func- 
tions.” The Court said: 


It can make no difference whether the 
city or its alter ego is liable. 


In either case 


and municipalities are prohibited from making any 
contribution to the project or incurring any pecuniary 
liability with respect to it. Act No. 756, Acts of 
Alabama, 1951, construed in Newberry v. City of 
Andalusia, $7 So. 2d 629 (1952). 


19 Holly v. City of Elizabethton, 241 §. W. 2d, p. 
1003. 
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the burden would be upon a governmental 
activity and that is the substance of the 
grievance both of the Authority and of the 
taxpayer.... °° 


The Court held that the form in which 
the activity was exercised was not mate- 
rial, especially since after the bonds were 
paid the property would pass to the city. 
With industrial aid bonds no traditional 
and primary state functions are in- 
volved, the burden is not upon a gov- 
ernmental activity (but upon a private 
company), and when the bonds are 
paid the property passes to a private 
firm on the payment of a nominal sum. 

The second ground on which the 
Court might deny immunity is that the 
function involved here is a “ proprietary 
function ” rather than an essential gov- 
ernmental function. Although the 
Court is growing more reluctant to ap- 
ply this doctrine, this would seem to be 
a case so clear and strong that its use 
would be eminently justified. Clearly, 
industrial aid in our economy is not a 
traditional, primary, or essential public 
function. In fact, it is a serious ques- 
tion whether the purpose served here is 
a public purpose of any kind. The Ken- 
tucky Court of Appeals sustained the 
act authorizing industrial aid bonds, 
although after some rather vague rea- 
soning. It said: 


We take it to be unquestionable that in the 
exercise of proprietary powers there must 
be some relation to the public convenience 
or welfare; . . . Otherwise it is ultra vires. 

. the objectives of the present enterprise 
may embrace some elements of governmental 
function.*4 (Italics added.) 


The Rhode Island Supreme Court 
held that the appropriation of money 
for a state development agency would 


20 144 F. 2d, p. 1021. 


21 Faulconer v. City of Danville, 232 S. W. 2d 
80, pp. 82, 84. 
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not serve a public purpose, but that such 
a purpose might be served by the crea- 
tion of an agency to issue revenue bonds, 
without any state appropriation.” 

The American Law Review (Vol. 
112, p. 571) concludes that a majority 
of court decisions 


. +. apparently are agreed on the general rule 
that encouragement or promotion of a 
specific industrial enterprise carried on by 
private ownership is not a public purpose 
for which taxes may be imposed or public 
money appropriated. 


The Suprerne Court of Tennessee, after 
quoting this principle, stated that, 
“This state is definitely committed to 
the majority rule just stated.”** It 
then proceeded to strike down a con- 
tract which a municipality had made 
with a private corporation which would 
have involved such aid. That, however, 
was before the passage of the act which 
authorized revenue bonds to aid indus- 
tries, and there had been no election in 
the municipality. The Tennessee Con- 
stitution permits municipalities to aid 
private corporations or lend their credit 
to them after proper authorization by 
the state legislature and the approval of 
three-fourths of the voters. It was on 
this ground that the Tennessee Court 
was able to uphold the constitutionality 
of the industrial aid act passed in that 
state,”* 

In the Florida case, in which a city 
attempted to finance an industry under 
its general corporate powers, the Court 
said: 


Our organic law prohibits the expenditure 
of public money for a private purpose. . . . 


22 Opinion to the Governor, 88 A. 2d 167 (1952). 


23 Azbill v. Lexington Mfg. Co., 221 S. W. 2d 
$22, p. 525 (1949). 

24 Holly v. City of Elizabethton, 241 S. W. 2d, 
p. 1001 (1951). 
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The financing of private enterprises by 
means of public funds is entirely foreign to 
a proper concept of our constitutional sys- 
tem. .. . We do not mean to hold or imply 
that had there been . . . legislative determi- 
nation that such financing would serve a 
public purpose, the certificates of indebted- 
ness would have been valid. There are 
certain limits beyond which the Legislature 
cannot go. .. . Manifestly, the project in 
question could not have been legally author- 
ized by the Legislature.*° 


Since industrial aid is not an essential 
state function and since it removes from 
the scope of federal taxation transac- 
tions which would otherwise be taxable, 
it meets squarely the conditions for de- 
nying tax immunity laid down by the 
Court in Helvering v. Powers. There 
it said that the state 


. . cannot withdraw sources of revenue 
from the federal taxing power by engaging 
in businesses which constitute a departure 
from usual governmental functions and to 
which, by reason of their nature, the federal 
taxing power would normally extend. The 
fact that the State has power to undertake 
such enterprises, and that they are under- 
taken for what the State conceives to be the 
public benefit, does not establish immunity.”® 


Each industrial aid project is separate 
and distinct and stands on its own feet. 
The revenue bonds issued for such proj- 
ects do not in any way affect the essen- 
tial functions of the government which 
issues or sponsors them. It would seem 
that there could hardly be a clearer case 
of a proprietary function exercised by 
a government, clearly and distinctly 
separate from its essential functions.”* 


25 State v. Town of North Miami, 59 So. 2d, 779, 
pp. 785, 787. 


26 293 U. S., p. 225. 


27 In passing, it should be noted that if the project 
which is aided by the revenue bonds is really an 
essential government function, then logic would re- 
quire that the profits made by the company operat- 
ing the facilities should also be exempt from federal 
taxation. 
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A third ground on which the Court 
might deny tax immunity to industrial 
aid bonds involves the unique position 
of states in our constitutional structure. 
Because of that position, states have cer- 
tain prerogatives, privileges, and im- 
munities. One of these is the right to 
sue other states; another is a certain im- 
munity from federal taxation. These 
two prerogatives are similar in nature in 
that they are elements of sovereignty 
which are necessary to the states if they 
are to maintain their proper place in our 
constitutional system. Many years ago 
the Court held that while a state has the 
right to sue another state, it may not 
exercise that right for the benefit of 
private citizens.** The attitude of the 
Court, in the Gerhardt and O’Keefe 
cases, toward private benefits realized 
from tax immunities, would seem to 
indicate that it might be favorable to 


the application of the same principle to 


taxation. If such an application were 
made to industrial aid bonds, the Court 
might find that the states are improperly 
using their sovereign immunity from 
federal taxation for the benefit of pri- 
vate parties, 


Conclusion 


The exemption from federal taxes of 
interest on general obligation bonds of 
state and local governments finds only 
a weak and uncertain justification on 
economic grounds. In the light of cases 
decided by the Supreme Court in the 
past twenty years, it may be doubted 
whether it can now be justified on con- 


28 New York v. Louisiana; New Hampshire v. 
Louisiana, 108 U. S. 76 (1883). 


REVENUE BONDS 49 


stitutional grounds. Revenue bonds 
issued by state and local governments or 
their agencies have even a weaker justifi- 
cation on either ground. Weakest of all 
is the case for revenue bonds issued to 
aid new industries. The use of this 
latter type of bonds has many economic 
implications, but perhaps the most im- 
portant is the fact that it is a means 
of providing specialized tax exemptions 
for the favored industrial plants, As 
such, it is subject to the many argu- 
ments which have been raised against 
special tax subsidies, plus the fact that 
the local government which confers the 
subsidy does so at the expense of federal 
revenues, 

Statutory provisions at present pre- 
vent the Bureau of Internal Revenue 
from bringing before the Supreme 
Court a case involving the taxation of 
interest on the general obligations of 
state and local governments. But if the 
Bureau has sufficient initiative and im- 
agination, it may be able to bring such 
a case involving the interest on revenue 
bonds.” 


29In January, 1954 the Committee on Ways and 
Means of the House of Representatives approved an 
amendment to the Internal Revenue Code which 
would extend the federal income tax to the interest 
on revenue bonds issued by state and local govern- 
ments after January 1, 1954 in cases where the bonds 
are issued to finance the purchase or improvement of 
property to be leased to private manufacturing con- 
cerns. The change would not affect bonds issued be- 
fore January 1, 1954 nor bonds carrying the full 
faith and credit of issuing governments. 

The Committee also voted to tax the interest on 
new issues of bonds by public housing agencies which 
are secured by the federal government under the 
Housing Act of 1949 on the ground that such bonds 
are, in effect, federal bonds issued in the names of 
municipalities. The Bond Buyer, January 23, 1954, 


p. 3. 





THE INCOME TAX TREATMENT OF COOPERATIVES 


H. 


I, INTRODUCTION 


HE status of cooperatives under the 

federal income tax has long been a 
source of heated comment and criticism, 
but several recent developments have 
added new interest to the subject. The 
Revenue Act of 1951 amended the 
statutory provisions dealing with coop- 
eratives.' The Treasury has issued ex- 
tensive new regulations reflecting the 
statutory change.” Finally, proposals 
for the Revenue Act of 1954 include 
changes in the provisions concerning 
cooperatives.” 

Farmers’ cooperatives are big business. 
In 1953, 10,000 farmer cooperatives did 
over $10 billion of business. More than 
7 million farm families belonged to at 
least one cooperative; for these people 
cooperatives have become an important 
part of farm life. They market corn to 
wholesalers. They process milk, bottle 
it, and deliver it to the housewife. They 
supply feed and machinery. And they 
also provide a medium for an exchange 
of information on farm problems; they 
may even serve as the center of social 
life in the farm community. 

Since the early days of the federal 
income tax, some types of cooperatives 


"This paper grew out of a study made by the 
authors while they were attending the Harvard Law 
School. 
ful suggestions of Professor Stanley S. Surrey. 


The authors wish to acknowledge the help- 


1 The 1951 Act added Int. Rev. Code § 101(12) 
(B) 


(see section IT). 

2 T. D. 6014, May 29, 1953, adding to Regs. 118 
$§ 39.22(a)-23, 39.101(12)-2, 3 and 4, and amend- 
ing § 39.148-4. 


% Newsweek, October 12, 1953, p. 82. 
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(“exempt ” cooperatives) have been 
receiving special tax treatment in the 
form of a statutory exemption. Still 
other cooperatives (“ taxable ” coopera- 
tives) have been getting what their 
critics allege is special treatment with- 
out benefit of statute, as a result of a 
long line of administrative rulings. Be- 
cause Cooperatives compete directly with 
non-cooperative businesses in many 
services, critics maintain that this “ spe- 
cial treatment” amounts to a subsidy 
and is unfair as well as unnecessary. 

In this paper we attempt to present 
the case for and against the present tax 
treatment of cooperatives.‘ We deal 
especially with farmers’ cooperatives, 
since they are probably the best example 
of fully developed cooperative organi- 
zations. More specifically, the paper 
addresses the following questions: 


a) How are cooperatives treated to- 
day by the Internal Revenue 
Code? How does their present 
status differ from their status be- 
fore the Code was revised in 
1951? (Sections II, III and IV) 
Does the Code really carry out the 
policies with respect to coopera- 
tives which Congress intended? 


(Section V) 


4 We have, in general, not included citations of 
We will, case with 
which any serious study of the field ought to begin: 
Farmer’s Cooperative Ass’n vy. Birmingham, 86 F. 
Supp. 201 (N. D. Ia. 1949), an extensive and excel- 
lent discussion collecting afl the materials to its date. 


cases. however, mention one 


For a treatment including the 1951 Revenue Act, 
see “ Federal Income Taxation of Farmers’ Coopera- 
tives,” Commerce Clearing House, Standard Federal 
Tax Reports, Vol. XL, No. 8, February 4, 1953. 
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c) How are cooperatives likely to act 
if present provisions of the Code 
remain unchanged? (Section V) 
What changes should be made in 
the Code? (Section VI) 

What changes are likely to be 
made? (Section VI). 


Typical Cooperative Organization 


First, by way of background, it may 
be helpful to sketch the structure of a 
typical farm cooperative. Cooperative 
E was incorporated in New York State 
under the New York Cooperative Cor- 
porations Statute. It is a nonstock co- 
operative whose members are dairy 
farmers in upstate New York. The 
dairy performs just about the same 
operations as any non-cooperative dairy. 
The cooperative picks up Farmer X’s 
raw milk in trucks owned by the coop- 
erative. The milk is then processed and 
bottled in the cooperative-owned dairy 
plant and is delivered to stores and 
homes in nearby cities in cooperative- 
owned delivery trucks. The coopera- 
tive takes milk only from its members. 
There are several other incorporated 
dairies in the area, none of them co- 
operatives. 


Cooperative E also operates a store 
that sells feed, farm implements, and 


It carries some 
and appliances 
patent medicines, 
_ radios, and the like. The store sells to 
\ anyone, members and nonmembers. 
With each purchase the patron receives 
a receipt that entitles him to share in 
year-end profits of the store; his share 
is based on his patronage. The method 
of computing the share is the same for 
all patrons, whether they are members 
or nonmembers of the 


other farm supplies. 
household supplies 
toothpaste, soap, 


cooperative. 


Store bookkeeping is entirely independ- 
ent of other cooperative accounts; the 
store has its own reserves and makes its 
own year-end distributions. 

Thus, Cooperative E has (1) 2 mar- 
keting branch (the dairy) that markets 
only for members and (2) a purchasing 
branch (the store) that deals with all 
comers alike. 

Only dairy farmers in the area are 
eligible for membership in ceoperative E. 
To become a member, applicants pay a 
fee and annual dues. Each member has 
one vote. Over-all policy is determined 
by a seven-man board of directors 
elected by and made up of members, 
while the actual day-to-day operation of 
the dairy is supervised by a full-time 
manager hired by the board. The co- 
operative’s charter requires the directors 
to distribute all earnings, except for 
“ necessary reserves,” to patrons on the 
basis of their patronage. 

Earnings of the dairy are distributed 
in the following manner. Each day, 
Farmer X is credited on the cooperative’s 
books with the current market price for 
the raw milk he turns over to the dairy. 
At the end of each month he receives 
this amount by check. At the end 
of each year the cooperative subtracts 
its operating expenses (including the 
amounts paid to patrons like Farmer X) 
from its sales receipts, puts a part of the 
remainder in a general “ contingencies ” 
reserve, and apportions® the remaining 


earnings among the dairyman-patrons 

5" Apportion” is used to indicate the process of 
computing a patron’s share of earnings and crediting 
that amount to his account on the cooperative’s 
books. 


is given his share in cash, in a certificate of indebted- 


This amount is “ allocated” when the patron 


ness, or when he is otherwise notified of the amount 
This use of “ apportion” and “ al- 
accords with the use of the words in the 
See Regs. 118, 


credited to him. 
locate ” 
cases and in the new Regulations. 


§ 39.101(12)-2(b) (3). 
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on the basis of the milk each patron has 
delivered to the dairy during the year. 
The patron’s share is his patronage 
refund. 

At the end of a typical year, after 
Cooperative E has determined its earn- 
ings for the year, Farmer X has $4,000 
apportioned to his account as his patron- 
age refund. The cooperative then sends 
him (1) acheck for $2,000, (2) a “cer- 
tificate of indebtedness” for $1,000, 
bearing 4 per cent interest and payable 
in 10 years, and (3) a“ letter of advice ” 
stating that $1,000 has been retained in 
a reserve and will be distributed to him 
when it is no longer needed by the co- 
operative. The letter of advice bears no 
interest. What were the tax conse- 
quences before 1951, and what are they 
now? 


Il, EXEMPT COOPERATIVES 


Cooperative E is a fairly typical ex- 


ample of an “ exempt ” cooperative. Its 
tax treatment is spelled out, at least in 


part, by the Code. Cooperatives that 
do not qualify for exemption—the 
so-called “taxable” cooperatives—are 
guided by cases and administrative rul- 
ings which prescribe special methods of 
computing their tax. 

In order to be statutorily exempt 
under the Code, cooperatives must ful- 
fill two major and several minor condi- 
tions. Cooperative E satisfies the two 
major requisites for exemption: it is a 
farmers’ cooperative,® and it does not 
discriminate against nonmember-pa- 
trons. The dairy treats all member- 
patrons alike, and it has no nonmem- 
ber-patrons; the store deals with any- 
one, but it gives the same percentage 


6 Int. Rev. Code § 101(12) (A) exempts “ Farmers’, 
fruit growers’, or like associations organized and op- 
erated on a cooperative basis. .:. .” 
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refund to all patrons, whether they are 
members or not. 


Before 1951 


If Cooperative E satisfied all the other 
requirements for exemption,’ it simply 
paid no tax prior to 1951. Farmer X, 
however, was taxed on the $4,000 allo- 
cated to him in cash or in paper; theo- 
retically his patronage refund was sim- 
ply an increase in his return from his 
sales. Neither cooperative nor patron 
was taxed on funds not allocated by the 
cooperative, the “contingencies” re- 
serve of Cooperative E. 

If Farmer X bought feed from the 
cooperative store, he deducted the full 
price of the feed as a business expense 
in determining his taxable income. At 
the end of the year, however, X was 
supposed to include his patronage re- 
fund in his taxable income; in effect, he 
adjusted his business expenses deduction 
to show only the net cost of the items 
purchased. As with the milk receipts, 
Cooperative E paid no tax. If, however, 
Farmer X bought a personal item—a 
radio, for example—he could not de- 
duct the price. A patronage refund on 
the radio would not be added to taxable 
income since this refund, in effect, sim- 
ply reduced the cost of a consumption 
expenditure. 

Thus there were two somewhat 
strange features of the taxation of co- 
operatives before 1951: 


1) Farmer X was theoretically taxed 
on a piece of paper that might be, at 


T Among other things, the cooperative may not do 
more b with bers than with members, 
and only 15 per cent of the purchasing business of 
the cooperative may be done with nonmembers who 
are also nonproducers (disregarding business done 
with the United States); there are also restrictions on 
stock ownership and dividends. See Int. Rev. Code § 
101(12) (A). 
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best, a promise to pay cash with ac- 
cumulated interest in 10 years (Coopera- 
tive E’s certificate of indebtedness), and 
might be, at worst, a promise to pay 
cash at some uncertain and indefinite 
future date when the cooperative felt it 
could pay (Cooperative E’s letter of ad- 
vice). Farmers, therefore, would often 
ignore the paper distribution in making 
out their tax returns. This tax, it will 


be noted, would be due also on a like 
distribution from a taxable cooperative. 


2) If an exempt cooperative put 
funds into a reserve without any appor- 
tionment or allocation, neither coopera- 
tive nor patron was taxed on them. 
The cooperative was exempt; the patron 
had received nothing. 


These two features have been the sub- 
ject of attack by people who claimed 
cooperatives were getting a tax subsidy. 
The attack followed familiar lines: the 
Treasury was losing revenue; the coop- 
eratives were enjoying advantages over 
their corporate competitors; coopera- 
tives were big enough to stand alone.° 


In 1947 the House Ways and Means 
Committee held exhaustive hearings on 


8 

Rate of Growth—Farmers Purchasing 
and Marketing Cooperatives 

No. Members Business Volume 
(millions) (billions) 

1929-1930 3.1 2.5 
1935-1936 3.7 18 
1939-1940 3.2 2.08 
1046-1946 45 56 
1948-1949 6.2 9.3 
1953 ° 7.1 10.5 

Source: Statistics of Farmers Marketing «& 
Purchasing Cooperatives, 5-7, Farm Credit Ad- 
ministration Press Release, Oct. 2, 1950. as re- 
ported in Magill & Merrill, “ Taxable Income 
of Cooperatives,” Michigan Law Review, 
XLIX, p. 167. 

1953: Jerry Voorhis, Executive Director of 
Cooperative League of the U.S.A., as reported 
in The Christian Science Monitor, Dec. 31, 1953. 


Year 
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the tax status of cooperatives. The 
Treasury stated the basic questions at 
issue as follows: 


(1) whether the income of cooperatives 
should be taxed in a manner more nearly 
compatible with the taxation of the income 
of ordinary corporations, or whether the in- 
come should be taxed mainly or exclusively 
at the individual level, as in the case of 
partnership income; and 

(2) whether as a matter of public policy 
farmers’ cooperatives perform functions 
which should be encouraged by special tax 
treatment.” 


No action was taken at that time, but 
at the 1950 Hearings the Treasury 
recommended that retained funds of 
exempt cooperatives be taxed. 


The Revenue Act of 1951 


In 1951 the Code was amended for 
the express purpose of taxing earnings 
retained by exempt cooperatives. In- 
stead of the complete exemption granted 
before 1951, the Code now provides shat 
“exempt” incorporated cooperatives 
are subject to the usual corporate in- 
come taxes, but may deduct (1) divi- 
dends paid on capital stock and (2) 
allocated income not derived from pa- 
tronage, e.g., from selling a barn. 

Patronage refunds are to be treated 
in the same manner as they are treated 
by taxable cooperatives, that is, the co- 
operative pays no tax to the extent that 
refunds are distributed to patrons. Re- 
serves will thus be taxed to the coopera- 
tive if they are retained and to the 
patrons if they are distributed. 

The purpose of the change was clear. 
As the staff of the House-Senate joint 
conference put it: 


9 Testimony of Lee M. Wiggins, Under Secretary 
of the Treasury, House Hearings on Revenue Re- 
visions, 1947-1948, pp. 1884-1885. 
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. all earnings or net margins of coopera- 
tives will be taxable either to the coopera- 
tive, its patrons, or its stockholders, with 
the exception of net margins on patronage 
which are paid... on... purchases of per- 
sonal . . . expense items.'? 


The change was clearly not expected 
to tap a large source of revenue; highest 
estimates ran about $25 million. Ap- 
parently Congress simply wanted to cut 
down on the alleged preferential treat- 
ment given cooperatives as compared to 
other forms of economic organization. 

Patrons had always been taxed, at 
least theoretically, on patronage refunds 
(other than on personal items) ; Section 
148 (f) was added to strengthen this 
treatment. This section requires co- 


operatives to inform the Commissioner 
of the amount and payce of any patron- 
age refunds greater than $100 per year. 
If the Secretary requires it, a coopera- 
tive may have to report all patronage 


refunds, 
Ill. TAXABLE COOPERATIVES 


The Code and the 1951 amendment 
deal only with so-called “ exempt ” co- 
operatives. Many cooperatives, how- 
ever, do not qualify for exemption, 
either because they are not farmers’ or 
similar cooperatives as required by the 
Code or because they do not treat all 
patrons alike when paying patronage 
refunds, 

For example, X may be a textile 
manufacturer rather than a farmer. He 
markets his goods through a coopera- 
tively owned selling agency T that dis- 
tributes patronage refunds to all pa- 
trons, whether or not they are members 
of the cooperative. Except for the 


10 Summary of Provisions of Revenue Act of 1951 
as Agreed to by Conferees, prepared by Staff of Joint 
Committee, p. 14. The exception is to take care of 


Farmer X’s radio (see introductory section). 


(Vou. VI 


nature of the goods handled, the co- 
Operative’s organization and structure 
are identical with Cooperative E’s dairy. 
Or, alternatively, although T is a 
farmers’ cooperative, it may pay patron- 
age refunds only to member-patrons, 
while dealing with nonmembers. In 
both of these situations Cooperative T is 
not statutorily exempt. 


Patronage Refunds "' 


There has been a development of ad- 
ministrative rulings and cases concern- 
ing the treatment by taxable coopera- 
tives of their patronage refunds which 
parallels the development of statutory 
law on tax-exempt cooperatives. Al- 
though they are nonexempt as far as the 
Code is concerned, taxable cooperatives 
may, under certain conditions, exclude 
amounts paid out as patronage refunds 
from their taxable income.'* The his- 


11 A patronage refund is a sum allocated by a co- 
operative to a patron “on the basis of the business 
done with or for such patron.”” See Regs. 118, § 
39.101(12)-2(b) (4). To the extent that a refund 
derives from profit from other business—for example, 
a return to a member patron of profit from business 
with nonmembers where nonmembers do not receive 
refunds—it is not a patronage refund but a dividend. 
Both cooperative and patron should pay a tax. 


12 Much confusion has resulted from the fact that, 
accounting-wise, cooperatives treat patronage refunds 
as deductions: expenses and patronage refunds are de- 
ducted from receipts to arrive at taxable income. 
Many cases speak of a deduction for patronage re- 
funds. 
gross income without statutory authority—and there 


Of course, there can be no deduction from 


is no such authority here. The theory of non- 
taxability is a theory of exclusion from gross income, 
from 
The deduc- 


tion is simply an accounting way of adjusting down- 


not deduction (unless viewed as a deduction 


gross receipts to arrive at gross income). 
ward a too-high income figure. Similarly, when a 
patron of a purchasing cooperative includes his re- 
fund in income he is really adjusting downward a 
too-high cost-of-goods-sold deduction. 

There is, however, a deduction theory also—but 
one which is rarely argued: that patronage refunds 
are deductible under § 23(a)(1)(A) as “ 
and necessary ” business expenses. 
thority for this view. 


ordinary 
There is some au- 
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tory, mechanics, and rationale of the 
patronage refund exclusion for taxable 
cooperatives are discussed below. As 
we have indicated, however, tax-exempt 
cooperatives are now required to treat 
patronage refunds in the same way, and 
therefore the discussion is equally rele- 
vant to this group." 

The reason for excluding patronage 
refunds has been that any cooperative 
is set up as a service organization for 
its member-patrons. When it markets 
products of a member-patron, it is not 
buying from the patron and reselling to 
the purchaser at a profit; it is selling 
goods for the member-patron, and its 
patronage refund is merely an addi- 
tional part of the price the patron gets 
for his goods. Similarly, supplies pur- 
chased by the member-patron are sold 
to him at cost, since any excess price 


charged is refunded as a patronage re- 
fund. Under this theory the coopera- 
tive is merely a conduit, and it has no 
earnings of its own from these transac- 


tions. For this reason it is not taxed. 
13 This part of the Code has been the subject of 
much controversy. The Code provides that exempt 
cooperatives, since they are now taxed, take 
patronage refunds into account, in computing their 
net income, 
operatives. 


means simply that exempt cooperatives can exclude 


must 


taxable co- 
Some tax lawyers feel that this phrase 


‘in the same manner as” 


patronage refunds from taxable income under the 
On this 
interpretation, all the administrative rulings and cases 
that have dealt in the past with taxable cooperatives 


same circumstances as taxable cooperatives. 


only (since exempt cooperatives paid no tax before 

1951), now apply to exempt cooperatives as well. 
Other tax lawyers believe that the phrase “ 

same manner as” 


in the 
has significance only to avoid a 
12); 
wanted to avoid the question whether patronage re- 
funds are “excluded from” 
ducted from” it. If this view is correct, the present 
body of rulings and cases that deal with taxable co- 
operatives do not apply to exempt cooperatives. See 
Sutherland and Asbill, “‘ Patronage Refunds by Ex- 
empt Cooperatives under the Revenue Act of 1951,” 
Taxes, XXX, Oct., 1952, p. 775. 


dispute over terminology (see fn. Congress 


gross income or “ de- 
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The exclusion has been explained in 
court cases in at least three different 
ways: the cooperative is merely an agent 
for the patron, with no income on its 
own account; the patronage refund is a 
price adjustment or discount given to 
the patron; the cooperative has no in- 
come because the patronage refund is 
never the cooperative’s money—it al- 
ways belongs to the patron. All three 
statements are really different ways of 
expressing the same general idea. 


The Prior Obligation Rule 


All of these justifications for the non- 
taxability of patronage refunds assume 
that the funds are owned by the patrons 
and not by the cooperative. Since the 
funds are physically in the hands of the 
cooperative, the courts have allowed the 
exclusion from income only if the co- 
Operative were under an_ obligation, 
existing prior to the time when the 
funds were earned, to turn over net 
margins to patrons or member-patrons. 

Without a prior obligation, a coopera- 
tive would be forced to insist that funds 
in its possession and subject to its com- 
plete control are, nevertheless, owned by 
someone else, the patrons. The diffi- 
culty of this position is the reason for 
the prior obligation requirement. 

The clearest example of a valid obli- 
gation would be this: ‘“ The cooperative 
shall pay over the excess of receipts over 
expenditures to the patrons on the basis 
of their patronage.” '* Yet, prior obli- 


14 The strictness of the prior obligation is impor 
tant to a cooperative in need of cash. A cooperative 
wants to be as free as possible to retain cash without 
aay commitments. But unless the cooperative is 
limited somehow in the amount it can set aside, it is 
vulnerable. The Commissioner may rightly claim 
that the cooperative, and not its patrons, control all 
its funds because its obligation to distribute is an 
obligation merely to distribute whatever the coopera- 
tive no longer needs. As a result, the cooperative 


will be taxed on all patronage distributions. 
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gations which are far less stringent than 
this have been considered valid obliga- 
tions by the courts. 

Directors, for example, may have vir- 
tually complete control in setting aside 
reserves, but the prior obligation re- 
quirement is considered to be satisfied 
so long as the reserves are “ reasona- 
ble.” *° Asa matter of fact, few reserves 
have ever been held unreasonable. The 
result is inconsistent with the rationale 
of the prior obligation rule since the 
directors have extensive control over 
funds which, according to theory, be- 
long to the patrons. Such an obligation 
ought not to satisfy the requirement. 

Granting that a valid obligation ex- 
ists, however, the next problem concerns 
the nature of the distribution required 
to satisfy this obligation. 


Paper Distributions 


A cooperative may satisfy the prior 
obligation requirement by making dis- 
tributions in various forms. In the 
above example of a typical cooperative 
three forms of distribution were set 
forth: (1) cash; ** (2) a certificate of 
indebtedness, bearing interest and pay- 
able within a specific time; and (3) a 
nontransferable letter of advice, in- 
forming the patron that he now owns 
a stated dollar interest in the “ Patron’s 
Equity Reserve” of the cooperative. 
In the latter instance, the time at which 
the patron will receive money in ex- 
change for the paper is within the dis- 
cretion of the directors of the coopera- 
tive. Do these differences in the form 
of the distribution produce different tax 
consequences? 


15 See Regs. 118, § 39.101(12)-4(a). 


16 A distribution of property would be treated like 
cash. 
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Virtually all of the court decisions 
have treated all such distributions as if 
they were cash; the face amount of the 
paper is excludable by the cooperative 
and taxable to the patron when the 
paper is distributed. When the paper is 
redeemed, there are no tax conse- 
quences."* The Revenue Act of 1951 
and the new Regulations thereunder fol- 
low the same view. The Code recog- 
nizes patronage refunds of exempt co- 
operatives, 


whether paid in cash, merchandise, capital 
stock, revolving fund certificates, certifi- 
cates of indebtedness, letters of advice, or in 
some other manner that discloses to each pa- 
tron the dollar amount of such dividend, re- 
fund, or rebate.!® 


The new Regulations repeat this lan- 
guage.” 

This treatment is probably correct 
with respect to the certificate of indebt- 
edness.”” The cooperative has bound 
itself by a promise to pay a fixed sum 
within a fixed time. This is enough like 
a distribution of cash to be treated the 


17 The accounting systems of cooperative and pa- 
tron are irrelevant. Regs. 118, § 39.22(a)-23(a). 


18 Int. Rev. Code Section 101(12) (B). 


19 Regs. 118, §39.101(12)-2(b) (4), 3(c) and 
3(d); §39.22(a)-23; § 39.148-4(a). 


20 Cooperatives use various terms with which to 
describe different kinds of paper distributions. For 
convenience, this paper restricts the term “ certificate 
of indebtedness ” to a definite promise to pay a fixed 
sum in a fixed time and restricts the term “ letter of 
advice” to what is at best an indefinite “ promise ”’ 
to pay sometime. Apart from this paper, a given 
label may cloak either kind of paper. For example, 
B. A, Carpenter, 20 T. C. No, 82 (1953) involved 
“revolving fund certificates” with these qualities: 
(1) retirable in the sole discretion of the Board of 
Directors, (2) transferable only with the consent of 
the directors, (3) subordinate to all other cooperative 
debts, (4) to be redeemed only if a creditor bank 
agreed. 
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21 


same way.”' The letter of advice, how- 
ever, should be treated differently. 

When the cooperative distributes a 
letter of advice, it has given up nothing 
in any real sense; there is no patronage 
refund to exclude. It owes the stated 
amount to its patrons as their share of 
the equity whether or not it sends out 
the paper. The only difference is that 
the paper gives to the patrons more 
tangible evidence of their share in the 
cooperative. The patrons have not 
received anything other than notice. 
They cannot sell the paper, nor can they 
successfully demand that the coopera- 
tive give them cash for it. Indeed, they 
have no money from this source with 
which to pay the tax; this is, of course, 
one reason why they may object to 
being taxed. Since a distribution of 
letters of advice has no economic or fac- 
tual consequences, it should have no tax 
consequences, 

Turning to the other side of the ques- 
tion, is there a sound theory which justi- 
fies the present treatment of these paper 
distributions? The theory must con- 
cede that the paper is nothing more 
than notice to the patron of a book 
credit rather than an actual distribution. 
Recognizing this, it might be argued 
that, since the cooperative is merely a 
conduit for the patron, the patron has 
income as soon as the cooperative re- 
ceives the funds. At that time, how- 
ever, no one knows precisely what the 
patron is going to receive, and therefore 
the tax is postponed, for convenience, 
until the patron is notified of the exact 
dollar amount. 


In this view, the patron has received 


21 If the paper were negotiable the result would be 
even more clear. See Regs. 118, §39.22(a)- 


23(b) (1) (C). 
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income and should be taxed thereon; the 
cooperative has received none. When 
first received by the cooperative, the 
money belongs to the patron; he then 
reinvests it by leaving it with the co- 
operative. 

This theory is at best, as the cases 
admit, a theory of constructive receipt 
and reinvestment. Plainly, the patron 
has nothing to say about his supposed 
reinvestment. To justify the result, one 
must contend that the patron assents 
to the reinvestment when he joins the 
cooperative. Thus reinvestment is 
‘voluntary ” as well as constructive. 
Yet even if this “ anticipatory assent to 
reinvestment ” theory were accepted, it 
would completely undercut the rationale 
of the prior obligation rule, since the 
prior obligation rule assumes that the 
patrons, not the cooperative, own the 
funds. 

We think it likely that the Treasury 
will be forced to retreat from its present 
position with respect to the letter of 
advice. Courts will almost certainly re- 
sist the effort to tax the patron on re- 
ceipt of letters of advice.” This would 
mean, as the cases now stand, that 
neither cooperative nor patron would be 
taxed until redemption of the paper.”* 
The paper distribution would then pro- 
duce tax consequences with respect to 
the cooperative (by permitting it to ex- 
clude the amount as a patronage re- 
fund) but would produce none for the 


*2 Since this paper was written, the Tax Court has 
so held: B. A. Carpenter, 20 T. C. No. 82 (1953). 


23 A very recent Treasury ruling, issued after this 
paper was written, suggests this result. The Treasury 
intends to treat only the amount reported by a pa- 
tron, on receipt of a paper distribution, as the basis 
for the paper. Upon redemption, the excess of 
amount received over the basis will be gross income 
in the year of redemption. Revenue Ruling 54-10, 
LR.B. 1954-2, p. 8. 
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patron. This would be an awkward 
position. 

‘At this point the Treasury would 
probably rule that a paper distribution 
is illusory and tax the cooperative un- 
less it distributes something valuable—a 
definite promise to pay. At any rate, 
the result should not depend upon form 
alone. Any result giving tax conse- 
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cated funds (Cooperative E’s “ contin- 
gencies” reserve), and therefore are 
under pressure to allocate all net mar- 
gins. An allocation may be effected, 
however, by issuing certificates of in- 
debtedness or letters of advice; in either 
case cooperatives retain cash without 
incurring any tax liability. The co- 
operatives’ members are required to 


TABLE I 
TAXABILITY OF Cooperative Net Marcins 


Receipts from patronage, devoted to 
Surplus 
To buy capital assets 
Dividends on stock . 
Reserves 
Unapportioned 
Apportioned but unallocated 
Patronage refunds 
Cash 


Receipts from nonmember patrons, distributed 
to member patrons 


Code: P= taxable to patron 
MP = taxable to member-patrons 
‘= taxable to cooperative 
Y= taxable to neither 
taxable to shareholder (assuming 


quences to illusory distribution 
would seem to rule out the need for a 


prior obligation and its ultimate effec- 


an 


tiveness. 


IV. A SUMMARY OF PRESENT STATUS 


At this point before considering possi- 
ble future developments, it may be de- 
sirable to review the present situation 
very briefly. Table I outlines the tax 
status of cooperatives, both before and 
after the 1951 revision. Exempt co- 


Operatives are now taxable on unallo- 


Tax-Exempt Cooperative . 
—e I Taxable Cooperative 


(Unaffected by 
1951 Revision) 
Taxable to: 


Before 1951 
Revision, 
Taxable to: 


After 1951 
Revision, 
Taxable to: 


Cc Cc 
Cc C 
; C and 8 


Cc 
C 


P 


P 
C and P 


C and MP 


stock cooperative) 


report such patronage refunds for tax 
purposes. 

Answers to inquiries sent to coopera- 
tives indicate that they are making ex- 
tensive use of paper distributions. 


Vv. FUTURE TRENDS UNDER THE 
PRESENT LAW 


If the statutory and case law does not 
change radically over the next few 
years, at least two developments are 
likely: paper patronage refunds (letters 
of advice) will be used more regularly 
by all cooperatives, and there will be an 
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increased tendency for tax-exempt co- 
operatives to disqualify themselves from 
exemption by ceasing to treat members 
and nonmembers alike. 

The latter development may be ex- 
pected for two reasons. First, the Reve- 
nue Act of 1951 removed the major 
advantage of statutory exemption, the 
ability to retain funds without incur- 
ring any tax liability, either for the 
cooperative or for its patrons. The 
other advantages of exempt status are 
probably not worth the added bother of 
meeting the conditions set forth in the 
Code. Second, taxable cooperatives 
can achieve the approximate economic 
equivalent of an exempt status by using 
the paper distribution technique of let- 
ters of advice. 

This situation is pointed up by a 
study of what an exempt cooperative 
gains and loses by converting itself into 
a taxable cooperative. A cooperative 
which gives up its exemption loses these 
advantages: 

1. An exempt cooperative is exempt 
from some special taxes, such as the ex- 
cess profits tax."* The excess profits tax 
has expired, however, and few if any 
cooperatives are likely to worry about 
this tax. Furthermore, if the tax were 
revived, a cooperative which was threat- 
ened by the tax could reduce its year- 
end earnings by simply paying out 
more, or charging less in its initial deal- 
ings with its patrons. If it did not wish 
to limit its flexibility in this way, it 
could minimize its taxable income by 
distributing letters of advice and still 
retain funds with which to work. 


2. Exempt cooperatives are entitled 


to special statutory deductions. They 


“4Int. Rev. 
39,101 (12)-2(a). 


Code, $101(12); Regs. 118, § 
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may deduct dividends paid on stock.*® 
Yet many cooperatives are not stock 
cooperatives. Even in stock coopera- 
tives, returns on stock are small and 
relatively unimportant. 

Exempt cooperatives may also deduct 
allocated nonpatronage income.** This 
deduction, however, will not help most 
cooperatives since most or all of this in- 
come is patronage income. Coopera- 
tives doing business with the United 
States will find it most helpful. To the 
extent that the federal parity program 
leads to government purchases from 
farmers through cooperatives, the de- 
duction could become important. 

3. There are special patronage refund 
rules for exempt cooperatives. When 
funds retained as reasonable reserves in 
prior years are later distributed on a 
patronage basis, they are treated as pa- 
tronage refunds excludable in the year 
of distribution.” 

This is a valuable privilege, but tax- 
able cooperatives probably can make the 
same deduction. This deduction by a 
taxable cooperative is open to attack on 
the ground that it is not being made 
pursuant to a prior obligation; however, 
this objection applies equally to exempt 
cooperatives as to taxable cooperatives. 
Since the statutory authority for treat- 
ment of patronage refunds by exempt 
cooperatives is a reference over to treat- 
ment by taxable cooperatives,”* this rule 
ought to be the same for both types of 
cooperatives. 

A more realistic advantage of exempt 
status is the nine-month rule. Distri- 


“5 Int. Rev. Code, § 101(12)(B) (i); Regs. 118, 
§ 39.101(12)-3(c). 


“6 Int. Rev. Code, § 101(12) (B) (ii); Regs. 118, 
§ 39.101(12)-3(d). 


27 Regs. 118, § 39.101(12)-14(a). 


“8 Int. Rev. Code, §101(12)(B). See fn. 13. 
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butions by exempt cooperatives made 
up to the fifteenth day of the ninth 
month of the year following still qualify 
as patronage refunds for the taxable 
year.” Since taxable cooperatives do 
not have such leeway, this is a definite 
advantage of exemption. 

In general, is appears that most of 
the purported advantages of exempt 
status are of little real value today. The 
1951 Revenue Act cuts against the gen- 
eral Congressional policy of giving spe- 
cial tax benefits to exempt cooperatives. 

Before 1951, an exempt cooperative 
could retain unallocated funds without 
tax; hence, neither cooperative nor 
patron was taxed on these funds. The 
1951 change removed this one big ad- 
vantage of exemption. Exempt coop- 
eratives must now either pay tax on 
these funds or allocate the funds and let 
the patron pay the tax. Asa result, the 
only significant advantages of exempt 
status today are the nine-month rule 
and the deductibility of nonpatronage 
income. 

On the other hand, the advantages of 
being nonexempt are many. Taxable 
cooperatives need not fulfill the detailed 
special conditions required for exempt 
cooperatives.” In particular, taxable 
cooperatives are not required to pay 
patronage refunds to all patrons. They 
may pay refunds only to members; thus 
they save bookkeeping and accounting 
expenses involved in paying patronage 
refunds to anyone who happens to trade 
with them, and more importantly, they 
can give patrons an incentive to become 
members, since this is the only way a 
patron may obtain patronage refunds. 


29 Int. Rev. Code, § 101(12) (B). 


80 Int. Rev. Code, §101(12) (A); Regs. 118, § 
39.101(12)-1; Section II, p. 52. 
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Since exempt cooperatives must treat all 
patrons alike, whether or not they are 
members, patrons of exempt coopera- 
tives do not have a similar incentive to 
join. 

Furthermore, a taxable cooperative 
can minimize any disadvantage with 
respect to profits from nonmember 
business by setting aside unallocated re- 
serves entirely from receipts from non- 
members, which would be taxable any- 
way. Since both kinds of cooperatives 
are taxed on unallocated reserves, a tax- 
able cooperative will be, in this respect, 
no worse off than an exempt cooperative 
as long as the nonmember income of 
the taxable cooperative is less than the 
amount it retains. 


Finally, if distribution of letters of 
advice is recognized for tax purposes, 
then a taxable cooperative will have 
such great advantages over other forms 


of organization that the slight added 
benefits of exemption will not be worth 
the significant burdens which must be 
assumed. The letter of advice device 
makes it advantageous to be a coopera- 
tive, but it is no advantage to be exempt 
rather than taxable. 

In sum, taxable cooperatives have 
significant net advantages over exempt 
cooperatives which will probably lead to 
more voluntary disqualification. As a 
result Congress, particularly by the 
1951 Revenue Act, seems to be dis- 
couraging the open, “ treat-all-comers- 
alike ” cooperative and encouraging the 
closed, more discriminatory cooperative. 


VI. PROPOSED CHANGES IN THE LAW 


At the 1947 revenue revision hearings 
of the House Ways and Means Com- 
mitee, Treasury Under Secretary Wig- 
gins stated that at least five tax revision 
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proposals were being studied by his 
group: 

1. to repeal the statutory exemptions 
in section 101(12); 

2. to stop excluding patronage re- 
funds from cooperative income; 

3. to stop excluding non-cash patron- 
age refunds from cooperative income; 

4. to treat cooperatives as though 
they were partnerships; 

§. to impose a special tax in lieu of 
income tax on cooperatives. 


At the 1951 Hearings these additional 
suggestions were made: 


6. if withholding is applied to corpo- 
rate dividends and interest, tax on pa- 
tronage refunds should also be withheld; 

7. the exemption under section 
101(12) might be limited to: 

(a) farm cooperatives -whose mem- 

bers are individuals, or 

(b) farm cooperatives whose total 

assets do not exceed $75 thou- 
sand. 


There seems little likelihood that 
Congress will abolish section 101 (12) 
entirely. But the exemption is not too 
valuable so long as the case law (1) 
permits taxable cooperatives to set aside 
unallocated reserves freely and (2) per- 
mits paper distributions to the extent 
now permitted. 


If all patronage refunds were made 
nonexcludable, this would clearly be a 
serious blow to the cooperative move- 


ment. A bill to do just this was intro- 
duced in Congress in 1951. A coopera- 
tive might easily avoid the economic 
effect of this action by undercharging 
patrons who purchase from it or over- 
paying patrons who sell to it; the over- 
payments could be made up by means 
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of year-end assessments of patrons. This 
technique would work effectively in 
closed cooperatives who deal only with 
members. To combat this, the Treasury 
would probably be forced to determine 
what a cooperative’s selling and buying 
prices should have been and tax a hypo- 
thetical fair profit. This would be a 
serious administrative headache. 

If cooperatives did not go to this ex- 
treme, they might simply bring their 
initial charges and payments closer to 
their actual costs and receipts, thus 
narrowing the margin out of which 
patronage refunds were to be paid. If 
a cooperative dealt with members and 
nonmembers, this might lead to price 
wars with competitors. 

We consider it a sound idea to bar 
the exclusion of amounts represented by 
paper distributions when the cooperative 
thereby gives up nothing of value. 
Thus, distribution of a promise to pay 
cash within fixed period, with interest 
in the interim, should be enough to war- 
rant exclusion of the cash retained. But 
if the paper is merely an_ indefinite 
promise to pay sometime in the future, 
there should be no exclusion. 

Partnership treatment might well be 
accorded smaller cooperatives. This is 
fairly realistic, since smaller cooperatives 
tend to have closer control by the 
owner-patrons and less separation of 
ownership from management. 

Apparently the suggestion of a spe- 
cial tax in lieu of income tax has been 
made to avoid the Constitutional objec- 
tion that arises from the theory that 
patronage refunds never belong to the 
cooperative and consequently are never 
income to it. The practicability of such 
a tax would depend on the measure 
used. The Treasury has suggested an 
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excise tax measured by net margins not 
now taxable as income.*' While this 
sounds like calling a spade a heart, there 
is some authority for sustaining the 
technique.” 

If withholding is imposed on corpo- 
rate dividends generally, we think with- 
holding should also be imposed on pa- 
tronage refunds. The pre-1951 situa- 
tion was a ready source of abuse, since 
patrons were taxable on paper distribu- 
tions, yet there was no way of policing 
distributions. Internal Revenue Code, 
section 148(f), will help, but since it 
applies only to distributions of more 
than $100, it is not a foolproof record- 
ing device. Also, withholding would be 
a much more direct means of collecting 
the tax and would reduce administrative 
costs involved in the use of section 
148(f). It is even conceivable that this 
section would no longer be needed. 


Vil. CONCLUSION 


By the exemption provisions of Inter- 
nal Revenue Code, Sec. 101 (12), Con- 


31 The Power of Congress to Tax Cooperatives on 
Net Margins, prepared by Staffs of Treasury and 
Joint Committee on Internal Revenue Taxation, April 
1951, p. 8. 


32 Flint v. Stone 
(1911); Pacific Co. v. 
(1932). 


ce. 220 U. .&, 107 
S. 480 


Tracy 
Johnson, 285 U. 


gress sought to encourage farmers’ co- 
operatives which treated members and 
nonmembers alike. In 1951 the Con- 
gress decided that it had gone too far in 
aiding such cooperatives and removed 
what it considered to be an unjustified 
advantage. As a result, an exempt co- 
operative now has few advantages over a 
taxable cooperative. The Congress may 
well have to choose consciously between 
its original policy of exemption and the 
policy of the 1951 change; it may be 
that Congress by that change has no 
longer made it sufficiently profitable for 
a farmers’ cooperative to be exempt. 

Further, the courts have been per- 
mitting all cooperatives to retain funds 
and yet escape tax by distributing fairly 
nebulous paper promises to pay refunds 
at some future date. This technique is 
the big advantage inherent in being a 
cooperative today—and it favors all co- 
Operatives, not just those which the 
Congress sought to favor especially by 
the exemption. 

We suggest, therefore, that Congress 
(1) refuse to recognize, for tax purposes, 
illusory paper distributions and (2) 
reassess the extent to which its policy 
of favoring nondiscriminatory farmers’ 
cooperatives is being effectuated. 





STATE AID TO CITIES IN MICHIGAN 


HARVEY E. BRAZER * 


TATE AID to incorporated munici- 

palities in Michigan in fiscal 1952 
amounted to approximately $64 mil- 
lion, or 27 ‘per cent of total city and 
village nonproprietary revenues.' Its 
origins lie in the rapidly expanding need 
for funds experienced by local govern- 
ments generally, the inelasticity of the 
property tax, failure of the state to per- 
mit or encourage broadening of the 
local revenue base, the attempt to im- 
prove tax administration through cen- 
tralization, and the apparent ease with 
which the state has been able to increase 
its own revenues. These factors have 
produced a program that consists of a 
series of state-administered, locally- 
shared taxes, together with some com- 
paratively minor grants-in-aid. 


Revenues derived from four major 
state taxes are shared with the cities and 
villages. They are the gasoline, motor 
vehicle registration, intangible property, 


and retail sales taxes. In addition, these 
local units share in the proceeds of the 
state-imposed retail liquor vendors’ and 
motor vehicle operators’ licenses and the 
tax on pari-mutuel betting. Grants- 
in-aid are paid on a continuing basis in 
support of trunkline construction, li- 


* The author is assistant professor of economics at 
Wayne University. 


1State of Michigan, Municipal Finance Commis- 
sion, 1951-1952 City and Village Receipts and Dis 
bursements (Lansing), p. 1. 
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braries, and to the city of Detroit only, 
direct relief. 


Shared Revenues 


The motor vehicles registration fee, 
or ‘‘ weight tax,” since its inception in 
1915, has been imposed in lieu of all 
property taxes on motor vehicles. In 
partial compensation for revenue losses, 
however, the state has always shared the 
proceeds of this tax with local units of 
government. Similarly, a portion of 
the proceeds of the tax on gasoline, first 
levied in 1925, has been allocated to 
local highway authorities since 1927. 
From 1934 until 1951 the state distrib- 
uted annually to the counties all weight 
tax collections plus $6,550,000 of gaso- 
line tax receipts.” Under the terms of a 
complex priorities system set up under 
the Horton Act of 1932," cities and vil- 
lages regularly received from the coun- 
ties part of the amounts paid by the 
state. The allocation between the 
county and its cities and villages was 
based upon population within each 
county. While the proportion neces- 
sarily varied among counties, for the 
state as a whole, cities and villages re- 
ceived about one-quarter of the amounts 
apportioned among local units.* 


2130 P.A. 1931, 7 P.A. 
1934, Ex. Ses. 


1934, Ex. Ses., and 8 P.A. 


341 P.A. 1932, Ex. Ses. 
4 Michigan Tax Study Advisory Committee, Pre 
liminary Report (Lansing, 1945), p. 36. 
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The sums thus distributed to cities 
and villages bore little or no relation to 
their relative needs, and the distribution 
formula, giving these units a residual 
share of state highway funds in each 
county, resulted in non-uniformity of 
treatment. Insofar as the weight and 
gasoline taxes are regarded as user taxes, 
it would seem reasonable to base the al- 
location formula upon the proportion 
of total motor vehicle traffic carried on 
surfaces provided by all governmental 
units in the state having responsibility 
for the financing of streets and high- 
ways. An allocation formula that 
would approximate this result was 
recommended in 1945 by the Michigan 
Tax Study Advisory Committee.” This 
committee suggested combining the gas- 
line and motor vehicle tax receipts into 
one fund, 40 per cent of which would 
be retained by the state, 35 per cent 


would be paid to the counties, and 25 
per cent to incorporated municipalities. 

Acting upon the principles suggested, 
the legislature finally provided a drastic 
revision of the weight and gasoline tax 


allocation formula in 1951.° The Motor 
Vehicle Highway Fund was established 
to receive the yield of both highway 
user taxes; of the total 44 per cent is, 
on a continuing basis, apportioned to 
the State Highway Department, 37 per 
cent to the county road commissions, 
and 19 per cent to incorporated cities 
and villages, the money in all cases to be 
used for designated highway purposes.‘ 

Having taken effect on June 1, 1951, 
the Act was in full operation through- 
out the state’s fiscal year 1951-1952. 


5 Ibid., p. 39. 
651 P.A. 1951. 


7 Section 10. Article X, Section 22, of the Con- 
stitution requires that the proceeds of these taxes be 
earmarked solely for highway purposes. 


(Vor. VII 


During this year the Motor Vehicle 
Highway Fund received $124,767,000, 
of which $23,706,000 was returned to 
cities and villages.® 

Intangible personalty was pait of the 
local general property tax base until 
1939, although very little of it was 
reached by assessors. The legislature at 
that time enacted an intangible personal 
property tax, and provided for the ex- 
emption from local taxes of this kind 
of property. Under the terms of this 
Act the state, until 1945, retained one 
third of the net yield, and distributed 
the remainder to cities, townships and 
villages on the basis of population.® 

Apparently acting upon the recom- 
mendation of the Tax Study Advisory 
Committee,’ the legislature in 1945 
amended the law to provide for the dis- 
tribution of the entire proceeds of the 
tax to incorporated municipalities and 
townships.’ This change was predi- 
cated upon the view that the state was 
acting merely as administrative agent in 
the imposition and collection of a part 
of the local property tax. In 1951, 
however, with the intangibles tax pro- 
viding far more revenue than had ever 
been anticipated and the state’s deficit 
mounting, the share of local units was 
limited to a maximum of $11 million.” 
Under even more pressing circumstances 
in the following year the legislature re- 
duced this maximum to $9,500,000 and 
at the same time raised the basic tax 
rates,'* 


8 Michigan State Highway Department, Street Ad- 
ministrative Guide for Cities and Villages (Lansing, 
1952), p. 67. 


9301 P.A. 
10 Op. cit., p. 34. 
11165 P.A. 1945. 
1276 P.A. 1951. 

13181 PLA. 


1939, 


1952. 
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The general retail sales tax, however, 
exceeds all other shared revenues in im- 
portance. The sales tax, since its en- 
actment in 1933,'* has been the princi- 
pal contributor to state revenues, its 
yield having increased from $31 million 
in fiscal 1934 to $239 million in 1952."° 
In 1946 the electorate, impressed by a 
long period of state surpluses, and 
strongly urged by public school inter- 
ests and the municipalities, voted favor- 
ably upon the so-called sales tax diver- 
sion amendment proposal. This amend- 
ment to the Constitution * requires the 
state to apportion one-sixth of each 
year’s sales tax receipts among cities, 
villages and townships, according to 
population. A further one-sixth is also 
paid to the school districts which re- 
ceive, in addition, an annual legislative 
appropriation equal to a minimum of 
44.77 per cent of the previous year’s 
sales tax collections. Under the terms 
of this amendment cities and villages in 
the state received, in 1951-1952, ap- 
proximately $27 million." 

While the foregoing are the major 
shared revenues, other taxes are also 
shared. The retail liquor vendors’ li- 
cense is one of these. Although the tax 
appears to be designed principally to de- 
fray the cost of policing establishments 
selling liquor, the responsibility for this 
policing rests directly with the local 
units of government. Since its intro- 
duction in 1933, 85 per cent of the 
amount collected by the state has been 
returned to the city, village or town- 
ship in which the licensee’s place of 


14 167 P.A. 1933. 


15 Michigan Department of Revenue, Annual Re- 
port, 1951-1952 (Lansing, 1952), p. 19. 


16 Article X, Section 23. 


17 Municipal Finance Commission, op. cif., p. 1. 
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business is located.’* The law does not 
require the recipient government to ear- 
mark the funds received for police pur- 
poses, but it is inferred that the amount 
distributed will vary more or less di- 
rectly and proportionately with the cost 
of local enforcement of state liquor 
laws. This part of the state aid pro- 
gram would seem to involve little in the 
nature of a subsidy. Its importance 
lies in its usefulness as an administrative 
device—one that facilitates centralized 
control of the sale of liquor while at the 
same time enabling the state to avoid 
duplication of local law enforcement 
facilities. In 1951-1952 cities and vil- 
lages in Michigan received $2,332,000 as 
their share of liquor license receipts, an 
amount equal to less than 4 per cent of 
total state aid.'® 

Local police departments are respon- 
sible for the testing of drivers and the 
processing of applications for motor ve- 
hicle operators’ licenses. As direct 
compensation for this service the mu- 
nicipality in which the registrant resides 
receives from the state 35 cents per li- 
cense issued. The fiscal importance of 
this arrangement is slight; in 1951-1952 
about $500,000 was thus disbursed.”° 
In many cases, if not most, receipts are 
likely to be exceeded by local costs of 
administration. 

The newest of the shared taxes in 
Michigan is the horse-race wagering tax, 
introduced in 1947.*! The state levies 
a tax of § per cent of the amount wa- 
gered in pari-mutuel pools plus 50 per 
cent of the breakage in the case of race 
tracks located within cities. An amount 


18g PLA. 1933. 


19 Municipal Finance Commission, op. cit., p. 1. 
20 Ibid. 
21107 P.A. 1947. 
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equal to 20 per cent of the tax col- 
lected, but not to exceed $500,000 to 
any one city, is returned to the city in 
which the track is located. Approxi- 
mately $878,000 was thus allocated in 
1951-1952. 


Grants-In-Aid 


Until 1934 local 
Michigan were responsible for the entire 
costs of public relief. Between 1934 
and 1939, however, under a series of 
emergency measures, the state contrib- 
uted annual sums ranging from $11 
million in 1934 to more than $17 mil- 
lion by 1939 in assistance to local relief 
programs.”* In the latter year the So- 
cial Welfare Act ** provided for a gen- 
eral reorganization of the state’s role in 
the administration and financing of 
welfare activities. Under the terms of 
this Act the responsibility for relief ad- 
ministration was placed with the coun- 
ties, the state agreeing to share equally 
in the amount of direct relief pay- 
ments.”” However, any city having a 
population of 300,000 or more may 
elect to carry on its own welfare pro- 
gram independently of the county. 
The Common Council of Detroit, the 
only eligible city, chose to retain ad- 
ministrative responsibility for relief. 
Detroit, therefore, receives annually 
from the state an amount equal to one- 


governments in 


22 Michigan Department of the Auditor General, 
Financial Report of the State of Michigan, Fiscal 
Year Ended June 30, 1952 (Lansing, 1952), Part II, 
p. 143, 


23 Claude R. Tharp, State Aid in Michigan (Bu- 
Ann Arbor: 


reau of Government, 


Michigan, 1942), p. 18. 


University of 


24280 P.A, 1939. 


251f the county is regarded as being too poor to 
bear one-half of its relief costs the state pays as 
much as 100 per cent of the amount distributed to 
relief recipients. 


| Vou. VII 


half of its contributions to those on the 
relief rolls. The amount of assistance 
received under this program in fiscal 
1952 was approximately $2,500,000." 
In conjunction with the reform of 
the apportionment formula governing 
the distribution to cities and villages of 
gasoline and weight tax receipts, the 
legislature in 1951, also amended the 
program under which the state shares 
with the municipalities in the cost of 
construction, improvement and mainte- 
nance of state trunkline highway mile- 
age located in cities and villages.** The 
State Highway Department now reim- 
burses the local units for the entire cost 
of maintaining this mileage. Construc- 
tion, reconstruction and improvement, 
including resurfacing, costs are shared. 
The proportion of such costs borne by 
the city or village ranges from zero 
where the population is less than 20,000 
to 50 per cent in places having a popu- 
lation of 50,000 or more. This plan was 
in full effect during fiscal 1952 when 
cities and villages received approxi- 
mately $1,240,000 under its terms.”* 
By annual appropriation the legisla- 
ture makes funds available for use in 
the operation of local public libraries. 
The money is distributed to municipal- 
ities largely on the basis of population 
and in 1952 it amounted to $225,000.”° 
Various other sums are paid to cities 
and villages by the state. These include 
nonrecurring special grants for hospital 
construction, payments in behalf of 
certain hospital patients, and amounts 


26 Annual Report by the Auditor General of the 
City of Detroit, Michigan, for the Fiscal Year Ended 
June 30, 1952 (Detroit, 1952), p. 38. 

2753 P.A. 1951. 

28 Municipal Finance Commission, op. cit., p. 1. 


29 [bid. 
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related to property tax administration. 
Among the latter are Housing Author- 
ity grants in lieu of local taxes, state 
payments in lieu of taxes on $2,000 of 
assessed value of property owned by dis- 
abled veterans, where the total assessed 
value of property owned by the vet- 
eran does not exceed $7,500, and in- 
come from and the proceeds of the sale 
of tax-reverted property held by the 
state. The total sum involved in 1952 
was about $5 million.” 


Evaluation and Conclusions 


The foregoing description of the vari- 
ous components of the program of state 
aid to cities and villages indicates that 
each has been introduced as a separate 
item, with little or no attention ever 
having been devoted to its place in an 
integrated, rational plan designed to 
achieve specific fiscal goals. 

Moreover, with minor exceptions, 
there is no recognition of the tremen- 
dous variation in the size and kind of 
municipalities among which the shared 
taxes or grants are apportioned. Michi- 
gan’s incorporated cities and villages 
range in size from the 221 out of a total 
of 488 which have populations of less 
than 1,000 to the comparative colossus 
that is Detroit. State aid recognizes no 
difference between the needs and cir- 
cumstances of the densely populated in- 
dustrial city within metropolitan Detroit 
and the rural hamlet in the north. 

Thus the program as presently con- 
stituted must, at the same time, dis- 


courage local fiscal responsibility in 
some cases and fail to provide adequate 
support for municipal finances in others. 
Per capita municipal property tax levies 
in 1951 ranged from $55 in Dearborn 


30 Tbid. 
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to zero in villages like Eagle and Har- 
rietta. The city of Livonia, in the 
Detroit area, does quite well with a 
property tax rate of approximately one 
mill, but it fortunately has a fine race 
track within its boundaries. But such 
extreme illustrations serve merely to in- 
dicate widespread instances of a similar, 
if less striking nature. Among the 
twenty largest cities in the state there 
are five which receive in shared taxes 
amounts equal to 75 per cent or more of 
the general operating fund tax levies. 

Not only are the variations in local 
needs among municipalities unrecog- 
nized, but in addition no attempt is 
made to relate the sums paid to cities 
and villages to their collective needs. 
Given a program comprised so largely 
of shared revenues, this condition must 
inevitably exist, for there is no direct 
relationship between the yield from a 
group of state imposed taxes and the fi- 
nancial requirements of state aid. 

Furthermore, the municipalities, much 
in need of stability in their revenues, 
are certain to find that shared taxes 
tend actually to be destabilizing. The 
state’s sales tax receipts, for example, 
have ranged from an average of less 
than $50 million per year from 1934 to 
1940, inclusive, to $240 million in each 
of the past two years." 

The larger industrial cities, in Michi- 
gan as well as throughout the country, 
are being subjected to a progressively 
intense financial “ squeeze.” Improved 
transportation facilities, more than a 
decade of prosperity, the attractions of 
suburban living, and the attempt to es- 
cape heavy urban property taxes have 
all contributed to the movement away 
from the city. This movement inevita- 


31 Michigan Department of Revenue, op. cit., p. 
19. 
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bly results in a reduction in the city’s 
property tax base, since the people mov- 
ing into the vacated neighborhoods are 
generally in lower income strata and the 
property frequently is put to uses of a 
lower economic order. On the other 
hand, the industrial city experiences no 
equivalent reduction in costs. Streets 
become, if anything, more congested, 
protective and welfare service require- 
ments may be increased, and so on. In- 
stead of alleviating this problem, state- 
local financial arrangements in Michi- 
gan tend to intensify it as a consequence 
of state distribution of funds almost 
solely on the basis of resident popula- 
tion and the failure of the state to au- 
thorize local non-property taxes that 
might be used to reach nonresidents 
using city facilities.” 

State aid is, of course, only a part of 
the larger problem of state-city finan- 
cial relations, which includes as well the 
allocation of financial responsibilities 
and taxing powers. Insofar as the cities 
are concerned there do not appear to be 
any important functions which should 
be shifted to or from the state. How- 
ever, if state-city financial relations are 
to facilitate and encourage the provi- 
sion of adequate municipal services, fi- 
nanced with a minimum of inequity, 


82 A recent opinion of the Attorney General 
would virtually confine cities to the property tax, 
business licenses and miscellaneous charges. See 
Opinion No. 1409, May 18, 1951, dealing with the 
income tax amendment to the Charter of the City of 


Saginaw. 


ineficiency and uncertainty, at least 
two major reforms are ‘required. 

First, the shared taxes should be re- 
placed by annual subsidies, payable only 
on condition that the municipality im- 
poses a minimum local tax load. Popu- 
lation as a guide in determining the 
amount payable to each unit may be re- 
tained, but the distribution formula 
should recognize the fact that local 
needs tend to be an increasing rather 
than a constant function of population. 
The magnitude of the local tax effort 
required and the amount of the basic 
grant could be varied in such a way as 
to ensure a reasonable expectation of 
stability and a rising secular trend in 
local revenues. - 

Second, in order to encourage further 
local fiscal responsibility and to relieve 
the financial pressures upon both the 
larger cities and the state, these cities 
should be empowered, by constitutional 
amendment if necessary, to levy non- 
property taxes, either independently or 
as supplements to state-administered 
taxes. Experience during the postwar 
period with local income taxes in cities 
in Pennsylvania, Ohio, Kentucky and 
Missouri and the widespread use by 
cities in California of a local supple- 
ment to the state sales tax has, in gen- 
eral, been highly satisfactory. Similar 
measures in Michigan suggest them- 
selves as desirable alternatives to a sub- 
stantial portion of the present poorly 
constructed program of state aid. 





THE UNITED STATES INCOME TAX 
TREATY PROGRAM 


BURTON W. 


N this time of crisis when the free 

nations of the world are attempting 
to stand as one in their fight against 
Communism, unity is threatened by the 
sense of indignity many nations feel as 
countries which are being offered and 
have to receive United States dollar aid. 
These nations are increasingly reluctant 
to sacrifice dignity for dollars. They 
contend that freer trade constitutes a 
more honorable and effective way for 
them to acquire needed dollars; this 
point of view, of course, has been 
strengthened by recent cutbacks in 


United States aid. The United States 


has not yet met foreign requests for a 


substantial revision of the American 
tariff structure. However, it is widely 
agreed that success in the struggle 
against Communism depends to a great 
extent on the achievement of a unified 
world economy unimpeded by artificial 
economic barriers.' On the other hand, 
the United States has acted to reduce 


* The author, teaching associate at Indiana Uni- 
versity School of Law, wishes to express his indebted- 
ness to Professor Louis Shere, Director of Tax Re- 
search, Indiana University (on leave), for 
guidance and encouragement in the completion of 
this paper. He also wishes to express his apprecia- 
tion to Mr. Nathan Gordon, Mr. Karl E. Lachmann, 
Mr. Laslo Ecker-Racz and Mr. Eldon P. King for 
their helpful criticisms. 


much 


1 Other common impediments to investment abroad 
are political instability, limitations on the conversion 
of foreign exchange, restraints upon the control 
which investors may exercise over their capital: in- 
vestment, rules regarding the relative distribution of 
ownership of an enterprise as between foreign and 
domestic investors, and restrictions relating to the 
employment of foreign and native workers. 
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tax barriers to trade.” 

International double taxation of in- 
come has long been recognized as an 
important barrier to the unrestricted 
flow of capital and investment funds 
among the western nations. The United 
States therefore has acted both unilater- 
ally and bilaterally to prevent double 
taxation * from impeding international 
trade and hampering the redevelopment 
and economic expansion of the free 
world. However, failure to consider 
carefully the economic consequences to 
taxpayers and governments of various 
treaty provisions has reduced the poten- 
tial effectiveness of the income tax 
treaty program as a means of accom- 
plishing the United States’ foreign po- 
litical and economic objectives. The 
purpose of this article is to examine the 
techniques employed to overcome inter- 
national double taxation. This exami- 
nation will facilitate an analysis of the 


over-all economic effect of using these 

2 The United States has not subscribed to this 
principle with respect to tariff barriers, though sev- 
eral business groups have manifest new interest lately 
in re-examining the present tariff policy. See, “ Free 
Trade Is Inevitable,” Fortune Magazine, March, 1953, 
p. 96. 


3In addition to the unilateral acts of the federal 
government and the bilateral arrangements between 
the United States and other countries undertaken to 
eliminate double taxation, there is a third method of 
solving international tax problems which constitute a 
This technique in- 
volves the use of special arrangements between private 
firms and foreign governments. For comment on the 
past use and advisability of this means, see Bloch, 
“A Realistic Approach to International Tax Prob- 
lems,” Proceedings National Tax Association, 1949, 
p. 136. 


barrier to trade and investment. 
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techniques and their consistency and 
probable efficacy in achieving American 
foreign policy objectives.‘ 


History of Treaty Movement 


The imposition of the federal income 
tax in 1913 opened up the possibility of 
serious international double taxation, 
and the rapid rise of the tax rates dur- 
ing World War I made it a reality. 
The United States therefore introduced 
a foreign tax credit” recognizing the 
tax paid to other nations on income 
from foreign sources as a credit against 
United States income tax liability.” A 
reciprocal exemption from tax of profits 
from foreign registry shipping was also 
enacted.* 

The European nations, meanwhile, 
began to develop a program of bilateral 
treaty arrangements allocating or ex- 
empting income of various classes in 
order to eliminate double taxation. As 
tax rates declined after World War I, 


4See Gordon, “ The United States Income Tax 
Treaty Program,” (unpublished doctoral dissertation, 
Indiana University, 1953) for a work which under- 
takes a detailed economic analysis of the United 
States income tax treaty program. 

Several books have been written for the tax prac- 
titioner who must deal with the income tax treaty 
provisions. Phillips, United States Taxation of Non- 
resident Aliens (1952); 
Ehrenzweig and Koch, Income Tax Treaties (1950); 
Koch, The Double Taxation Conventions (1947), 


and Foreign Corporations 


5 Earlier the United States allowed taxes 


imposed abroad to be deducted in computing net in- 


income 


come from foreign sources, subjecting the balance to 
the same tax as an equivalent amount of income from 
domestic Though this technique provided 


some effective tax relief, the relatively greater tax 


sources, 


burden being borne by foreign income still tended to 
The 


Internal 


have a depressive effect on foreign investment. 


deduction method remains a part of the 
Revenue Code as an optional arrangement. See fn. 


20. 


6 The foreign tax credit was first introduced in the 
Revenue Act of 1918. 
Rev. Code § 131. 


It is provided for now in Int. 


7 Revenue Act of 1921. It is provided for now in 
Int. Rev. Code §§ 212 (b) and 231 (d). 
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however, the United States lost interest 
in the problem. Failure to join the 
League of Nations and the general feel- 
ing for isolationism were conducive to 
this sentiment. Nevertheless, because 
of the interest of several private indi- 
viduals the government was kept in 
touch with the work of the League of 
Nations in this area.* 

Except for a short interlude in 1932 
when the vexatious problem of the 
French securities tax” was partially 


8 Professor E. R. A. Seligman was a member of a 
special group which undertook to study international 
double taxation and fiscal cooperation for the Finan- 
cial Committee of the League Council. Mitchell B. 
Carroll was employed in 1928 by the Rockfeller 
Foundation working with the League Fiscal Commit- 
tee to study the problem of establishing a basis for 
the allocation of business income between nations. 
Dr. Thomas S. Adams and Eldon P. King were also 
American pioneers in the work of eliminating inter- 
national double taxation of income. 


® The payment of dividends and interest by French 
corporations was subject to tax. Some companies at- 
tempted to avoid this tax by incorporating under the 
law of another country. The corporation would 
then open a branch in France. In order to establish 
equality of treatment as between foreign corporations 
operating in France and French corporations, the for- 
eign corporation was subjected to a tax based on the 
taxable quota of the dividends which it distributed 
determined by the ratio of property or business in 
France to total property or business. The effect was 
often inequitable, as when dividends distributed at 
the head office were subject to the tax though no 
profits were realized in France. The tax was even 
considered applicable to stock dividends and increases 
in capital which had no relation to the business done 
in France. Some corporations contributed their assets 
in France to French companies in return for their 
stock to escape from this situation. But the French 
tax administration considered the business in France 
as identical and proceeded to tax the parent company 
on the same basis as if it still operated a branch 
enterprise. 

The United States considered this as extra-terri- 
torial taxation since it was applicable to dividend dis- 
tributions 


shareholders, 


made outside of France to nonresident 
equivalent 
amount of income was earned in France. Carroll, 


Double Concluded by the 
United States since 1939, Studies in International Tax 


regardless of whether an 


Taxation Conventions 


Law, (International Fiscal Association, 1947), V, pp 
25, 36-37. 
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solved by treaty,’® the United States 
remained officially quiescent until after 
World War II.'' Recognition of the 
limitations of the foreign tax credit 
device,'* the high rates of tax during 
and after World War II, and the 
assumption of our new position of 
leadership on the international scene, 
served to stir activity in this country. 
The federal government became inter- 
ested both in removing tax barriers to 
trade and in developing tax incentive 
devices as methods of stimulating pri- 
vate investment abroad for the recon- 
struction and development of the rav- 
aged and underdeveloped countries of 
the free world.’* The result has been 


10 Article V of the French treaty of 1932 (Con- 
vention and Protocol between the United States and 
France, Treaty Series No. 885 [1935]) provided that 
the American corporations would pay the tax on in- 
come from securities on three-fourths of the profits 
actually derived from the establishment in France, as 
determined for the purpose of business income under 
another article of the convention. The three-fourths 
figure at that time approximated the proportion of 
profits after taxes and reserves that a French corpora- 
tion might on the average distribute as dividends. 
eliminated the 


Idem, 


For the most part this 
effect of the 


agreement 
extra-territorial French tax. 


p. 37. 


11 While the statement is generally true there was, 
nevertheless, a little activity in the early 1940’s. The 
1932 treaty with France was finally terminated on 
January 1, 1945 by a treaty between the United 
States and France, (Convention and Protocol between 
the United States and France, Treaty Series No. 988 
[1945]) signed on July 25, 1939. 
treaty of 1939 was not ratified by the Senate until 
1944 and was not 
until 1945. 

Two other treaties were concluded before the end 
of World War II, between the United States and 
Sweden, and the United States and Canada. The 
Swedish treaty, (Convention and Protocol between 
the United States and Sweden, Treaty Series No. 958 
[1940]) became effective on January 1, 1940, while 
the Canadian treaty, (Convention and Protocol be- 
tween the United States and Canada, Treaty Series 
No. 983 [1942]) which was made effective as of 
January 1, 1940, was not ratified by the Senate and 
proclaimed until 1942. See fn. 14. 


However, the 


proclaimed and made effective 


12 See text at p. 73. 


13 Department of State and the National Advisory 
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that nine of the fifteen income tax con- 
ventions which the United States has 
signed since 1932 have become effective 
in the last four years." 


Council, Point Four, Cooperative Program for Aid in 
the Development of Economically Underdeveloped 
Areas (State Department, Washington, D. C., 1949). 

There are two aspects to the Point Four program. 
One supply of technical 
(teams of experts and industrial and economic in- 


concerns the assistance 


formation) to che underdeveloped countries of the 
free world. 
niques to induce an increased flow of private capital 
abroad. 


The tax incentive proposals to date have generally 


The second consists of developing tech- 


taken the form of an exemption from federal tax for 
profits derived from foreign investment. Tax ex- 
emption has much appeal as an incentive device since 
the greatest benefit of the exemption privilege ac- 
crues to taxpayers with large incomes subject to high 
considered the 


tax rates. These same 


most prone to invest, the best able to explore and 


persons are 


exploit foreign investment, and the most capable of 
sustaining the risk of abroad. Ecker- 
Racz, “Tax Stimulants to Investment,” 
Proceedings National Tax Association, 1949, p. 152. 


investment 


Foreign 


However, the incentive effect of tax exemption must 
be balanced against the cost in terms of loss of rev- 
enue and the resulting inequity in the tax system. 
Moreover, tax exemption may affect the fiscal affairs 
of foreign governments in an undesirable way. Jbid., 
United Nations, 
Department of Economic Affairs, United States In- 


for a full discussion of these points. 


come Taxation of Private United States Investment 
in Latin America, (St/ ECA/ 18, 
1953); pp. 62 et. seq.; Shere, “ Taxation of Ameri- 
can Business Abroad,” New York University Seventh 
Annual Institute on Federal Taxation, (1949), p. 
812. 


January 20, 


14 Currently the United States has treaty arrange- 
ments with the following countries: Canada, Den- 
mark, Finland, France, Ireland, Netherlands, New 
Zealand, Norway, Sweden, Switzerland, Union of 
South Asrica, United Kingdom. 
also been concluded (signed but not ratified) between 


Conventions have 
the United States and Greece, Belgium and Australia. 
U. S. Treasury Dept., List of Treaties and Proposed 
Treaties Involving (1952); Gordon, op. 
cit., fn. 4, at p. 12. 

In addition to the treaties relating to income taxes 
which are in effect or have been signed, formal ne- 


Taxation 


gotiations leading to the drafting of treaties not yet 
been held with Colombia, 
Israel, Italy, and Japan. 


signed have Uruguay, 
Exploratory discussions have 
also taken place with representatives of Argentina, 
Austria, Brazil, Cuba, Western Germany, Luxemburg, 
Mexico, Paraguay, the Philippines, Venezuela, Hon- 


Ibid. 


duras, India, and Peru. 
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Source Versus Residence Taxation 

The first problem of principle in any 
attempt to alleviate or eliminate inter- 
national double taxation is that of 
defining the proper tax jurisdiction. 
Specifically the problem is to decide 
whether source or residence, or some 
combination of the two, is appropriate 
for taxing a particular kind of income. 
Source taxation may be considered tax- 
ation of income by the state from which 
the income is derived; residence taxation 
is taxation of income by the state in 
which the recipient of the income 
resides. ‘ 

The principle of residence taxation is 
usually associated with and favors credi- 
tor nations.’ They regard the principle 
of residence taxation as proper because 
it least restricts the exercise of their 
power to tax income derived from for- 
eign investment. Debtor nations, on 


the other hand, contend that they prop- 
erly tax at source since the income is 
derived from their countries and the 
foreign investors enjoy the protection 


of their laws. Despite their reluctance 
to relinquish the right to revenue 
through source taxation, however, it is 
not clearly apparent that debtor nations 
will benefit from taxing at source. If 
too heavy a tax is imposed on foreign 
investment at source, except to the ex- 
tent that there is an effective offset 
through a foreign tax credit in the 


15 Source taxation is usually associated with and 
favors debtor nations. Wang, “ International Double 
Relief Through International 
Harvard Law Review, LIX 
(1945), p. 73. The concepts “creditor” and 
“ debtor” nations are relative. The United States in 
dealing with the other nations of the free world is a 
Canada, a debtor nation in its deal- 


Taxation of Income: 
Agreement 1921-1945,” 


creditor nation. 
ings with the United States, is a creditor nation in 
its dealings with the United Kingdom. Creditor na- 
tions are often referred to as “capital exporting ” 
countries, while debtor nations are considered “ cap- 
ital importing ” countries, 
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“home ” country, foreign investors may 
limit further investment and thus re- 
duce the amount of capital available for 
the industrial and economic develop- 
ment of the debtor state. In the long 
run these taxes will have to be borne by 
the debtor nations in the form of higher 
interest rates and dividend yields de- 
manded by foreign investors. This eco- 
nomic reality may be the more profound 
reason behind the frequent suggestion 
that debtor nations desiring foreign 
capital investment should be willing to 
make some concession in order to receive 
the needed funds. 

A transfer of tax revenue from a 
creditor nation to a debtor nation will 
occur so long as the debtor nation does 
not impose a withholding tax which is 
in excess of the foreign tax credit 
allowed by the creditor nation (and to 
the extent that the foreign tax credit is 
otherwise effective) and also does not 
allow a foreign tax credit. Moreover, 
if the creditor nation imposes a with- 
holding tax, the debtor state becomes 
the beneficiary of an effective tax bar- 
rier against the movement of its poten- 
tial investment capital to the creditor 
nation; this barrier does not impair the 
incentives of investors in the creditor 
state. A flow of capital funds from the 
debtor state would immediately aggra- 
vate its dollar exchange problem, but it 
may be argued that the policy of bar- 
ring investment abroad might be unwise 
in the long run since earnings would 
eventually tend to ease the exchange 
problem. Thus, it may be urged that 
it is in the best interest of the entire free 
world economy to pursue a policy of 
free trade with the free movement of 
investment funds rather than attempt- 
ing to channel investment through the 
use of tax devices. 
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Foreign Tax Credit 


The United States has been the fore- 
most proponent of the foreign tax 
credit device.’® Instead of exempting 
income derived abroad and subject to 
tax in the country of source, the United 
States has permitted the foreign tax paid 
to be credited against federal income tax 
liability as a means of avoiding double 
taxation.'’ The amount of the credit 
is limited to the amount of the foreign 


16 As early as 1893 the Netherlands government 
recognized the restrictive effect on the development 
of commerce of an individual having to pay tax both 
in the country where the income was derived and 
again in the country where he resided and received 
the income. The government offered relief to an in- 
dividual taxpayer deriving income from a colony or 
a foreign country by allowing him to deduct from 
the graduated tax payable to the Netherlands gov- 
ernment the tax he would have to pay if his net in- 
come were equal to that which he received in the 
colony or foreign country.” League of Nations, Tax- 
ation of Foreign and National Enterprises, Vol. Ul, p. 
34. See also, Carroll, “ History of Movement to 
Remove Tax Barriers to International Trade,” Tax 
Institute Symposium, Tx Barriers to Trade (1940), 
p. 205. 

This technique may be considered a_ historical 
precursor of the tax credit device though it is not a 
fully developed form of tax credit since the deduc- 
tion from the Netherlands tax is not based on che 
amount of tax actually paid abroad. In a sense the 
deduction is an outright exemption from a portion 
of the domestic tax, based not on the tax paid abroad 
but rather on the income derived from abroad and 
the applicable portion of the domestic tax to that in- 
come. This technique would to eliminate 
double taxation only if the foreign or colonial rate of 
tax were equal to the domestic rate of tax or lower 
than the domestic rate of tax. In the latter case it 
would not only serve to eliminate the double taxation 
but would also provide a windfall gain to the tax- 
payer. If the colonial or foreign rate of tax were 
higher than the domestic rate of tax the deduction 
would merely serve to eliminate some double taxa- 


serve 


tion, 
For a description of other early attempts to elimi- 
nate double taxation of income consult, Carroll, ibid. 


17 Int. Rev. Code § 131. 
taxpayer either to deduct the foreign taxes from the 


It is optional for the 


federal income tax base before determining federal 
The 


taxpayer must choose one method and may not credit 


tax liability or to claim the foreign tax credit. 


some foreign taxes while deducting others. 
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tax or to that proportion of the federal 
tax, computed without the credit, which 
the foreign income bears to the entire 
taxable net income, whichever is lower.'* 
Thus the credit cannot reduce the fed- 
eral tax on income derived from sources 
within the United States. It is appar- 
ent, however, that the credit is ineffec- 
tual in part when the foreign tax rate 
is higher than the American tax rate. 
While the foreign tax credit mecha- 
nism eliminates a great deal of double 
taxation by effectively freeing foreign 
income from federal taxation and gen- 
erally assures the imposition of the same 
aggregate tax on all United States tax- 
payers regardless of where the income is 
derived, it is subject to several serious 
limitations.'” Taxpayers are subject to 
the “ per country ” rule which restricts 
the allowable credit to that part of the 
total tax liability corresponding with 
that proportion the taxpayer’s taxable 
net income from sources in any one 
foreign country bears to his entire tax- 
able net income. Moreover, when in- 
come is derived from two or more coun- 
tries the tax credit is subject to an 
“over-all” limitation *° based on the 
ratio the taxpayer’s taxable income from 
all foreign sources bears to his taxable 
net income from both domestic and for- 


18[n the case of corporations the Int. Rev. Code 
$131 (f) provides -for a credit against the federal 
tax on dividends received from a foreign subsidiary 
for the foreign tax paid by the subsidiary on the 
foreign income represented by the dividends. In 
order to qualify for this privilege the majority of 
the voting stock of the foreign subsidiary must be 
owned by the domestic corporation claiming the 
credit. 

' There are also many technical difficulties in ad- 
ministering the foreign tax credit. For a detailed 
discussion of these problems see Gelfand, “ The For 
eign Tax Credit Needs Legislative Attention,” Taxes, 


XXVII (1949), p. 320. 


”, ol . ” 7 ” 
20 The “per country” rule and the “ over-all 
limitation have the same effect when foreign iicom 


is derived from only one country. 
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eign sources. Therefore, part of the 
credit is valueless when a loss occurs in 
one country since this loss cannot be 
offset against the gain in another coun- 
try. So too, the credit is wasted when 
the taxpayer who operates in two coun- 
tries is subject to rates in one country 
which are higher than American rates 
and rates in the other country which are 
lower than American rates since the full 
tax liability due the country with the 
highest rate cannot be offset against the 
United States tax. Inasmuch as the 
purpose of these limitations is to prevent 
the foreign tax credit from reducing the 
federal tax liability on income derived 
from sources within the United States, 
the rules have engendered much criti- 
cism when the wasted portion of the 
credit would not have wiped out tax 
applicable to income from United States 
sources,”! 

21 For a detailed study of the foreign tax credit 
limitations consult, United Nations, Department of 
Economic Affairs, op. cit. fn. 13, at p. 71. ‘See also, 
Shere, op. cit. fn. 13; Carroll, “ Tax Inducements to 
Foreign Trade,” L. @ Cont, Prob., (1946), p. 760; 
King, “ American Business Abroad and Tax Treaties,” 
Taxation of Business Enterprises, p. 171, 1951 Sum- 
mer Institute of Univ. of Mich. Law School; Blough, 
“ Treaties to Eliminate International Double Taxation 
and Fiscal Evasion,’”’ New York University Fifth An- 
nual Institute on Federal Taxation (1946), p. 208; 
Johnson, “ Factors which Control Tax when Domes- 
tic Taxpayers Trade in Foreign Countries—Foreign 
Tax Credit,” New York University Fighth Anrual 
Institute on Federal Taxation (1950), p. 486. 

Aliens resident in the United States are granted the 
benefits of the foreign tax credit only if the country 
of which they are citizens or nationals allows a simi- 
lar credit with respect to United States tax. A 
United States citizen resident abroad and deriving in- 
come from United States sources is not protected by 
the foreign tax credit from double taxatic with re- 
spect to the income from those sources. Citizens of 
other countries, resident abroad, and deriving income 
from the United States receive no relief from our 
foreign tax credit. See Blough, “ Treaties to Elimi- 
nate International Double Taxation and Fiscal Eva- 
sion,” New York University Fifth Annual Institute 
on Federal Taxation (1946), p. 208. 
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Further, it is often difficult to deter- 
mine what foreign taxes constitute “ in- 
come taxes” (or taxes in lieu of income 
taxes) ** within the meaning of the In- 
ternal Revenue Code. Moreover, the 
gauge of income employed by the 
United States is frequently different 
from that employed by the foreign 
country. This disparity generally leaves 
a taxpayer subject to some double taxa- 
tion but may also be productive of an 
unwarranted gain. As an example of 
the latter situation, suppose a United 
States citizen engages in capital gain 
transaction (as defined under the fed- 
eral law) occurring in a foreign country 
which does not tax capital gains. The 
gain is taxable in the United States. 
The tax credit for taxes paid on other 
foreign income from that country will 
be offset not only against the United 
States tax on this income but also 
against the United States tax on the 
capital gain which was not previously 
taxed by the foreign country. This 
situation, however, is reversed when a 
transaction considered in the United 
States as a capital gain transaction tax- 
able at a reduced rate is taxed in the 
foreign country at ordinary rates. 

The foreign tax credit represents a 
tax concession on the part of the United 
States since it serves to transfer Ameri- 
can tax revenue from income derived 
abroad to the foreign country first tax- 
ing that income. Nevertheless, some 
foreign nations do not favor the United 
States foreign tax credit; they would, it 
seems, prefer instead that the United 
States exclude foreign income from the 
federal tax base. The tax credit neu- 


22. Under the foreign tax credit provision only 
taxes paid in lieu of a general income tax otherwise 
applicable are considered as taxes in lieu of income 


taxes. Income Tax Regulations 111 § 29.131-2. 
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tralizes the incentive potentialities of the 
tax devices developed by foreign coun- 
tries to induce American investment 
since any reduction in taxes paid to for- 
eign countries is nullified by a corre- 
sponding increase in the American in- 
vestors’ federal tax liability. To the 
extent, however, that tax crediting in- 
duces foreign countries to adopt the 
particular form of taxation which is 
subject to the credit arrangement ** and 
to adjust the rates of tax to take full 
advantage of the credit, it mitigates 
international tax competition for Amer- 
ican investment."* Income exemption, 
on the other hand, would directly foster 
such competition for the increased 
American investment abroad.” 


23 The present United States tax system has served 
as an impetus to foreign countries to replace anti- 
quated tax systems with forms of income taxation. 
Since it is important to foreign countries seeking pri- 
vate capital investment to develop a fiscal system 
which is conducive to high levels of consumption and 
employment and which provides an elasticity that is 
essential to meet the stresses and strains of a modern 
industrial economy the adoption of income taxes is a 
step well adapted to meet the end. Ecker-Racz, op. 
cit., fn. 13. But “ Reconstruction of 
Foreign Tax Systems,” Proceedings of the National 
Tax Association, 1951, p. 212, concerning the factors 
relevant to the role of an income tax in the tax 
structure of underdeveloped countries. 


*4 The international situation has its 
counterpart within the United States where there is 
considerable need for tax coordination among the 
America is al- 


see Goode, 


national 


federal, state, and local governments. 
ready familiar with the tax credit device in the areas 
of federal estate tax and payroll tax. The tax credit 
has served to bring about a high degree of uniformity 
in the state tax rates and thereby to eliminate interstate 
tax competition. The technique has controlled in a 
large measure the patterns of state revenue measures, 
thus standardizing the forms of taxation. Tax cred- 
iting has also lead the states to adjust the rates of 
tax to take full advantage of the credit. See U. S. 
Treasury Department, Federal-State-Local Tax Co 
ordination Committee Print, 82d Sess. 
(March 7, 1952); Ecker-Racz, “ Intergovernmental 
Tax Coordination: Record and Prospect,” National 
Tax Journal, V (1952), p. 245. 


Cong., 2d 


25 Ecker-Racz, op. cit., fn. 13. In case the United 


States were to grant tax exemption to foreign in- 
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Foreign Tax Credit and the 
Treaty Program 


American advocacy of the foreign tax 
credit as a part of its income tax treaty 
program may be considered inconsistent 
with the United States’ objective of 
stimulating a maximum amount of in- 
vestment abroad. The United States 
has advanced the foreign tax credit 
ostensibly for the purpose of protecting 
American investors. Yet full protec- 
tion was already accorded by the foreign 
tax credit provisions of the Internal 
Revenue Code.*® To the extent that the 
treaty arrangements have spread the use 
of the foreign tax credit ** and thus 
eliminated double taxation of income 
from United States sources, the major 
benefit has accrued to those foreign in- 
dividuals and enterprises which must 
pay American withholding tax on in- 
vestment income.** The effect is to 
make investment in the United States 
more attractive. The desirability of this 
result is questionable, however, since in 
contrast to the past it encourages the 
flow of investment to the United States 


come, American investors abroad would find exemp- 
tion from foreign taxes a valuable privilege. Coun- 
tries seeking capital might well undertake a competi- 
tive program of tax exemption. 


26 This is one of the several instances when the in- 
come tax treaty program makes no net contribution 
to the elimination of double taxation, but involves, 
instead, a shift of between governments, 
leaving the taxpayer no better off than before the 
treaty. The United States’ unilateral tax credit ab- 
sorbs, in large measure, the shock of the tax imposed 
by a foreign government on many items of income. 


revenues 


*7 Alien residents of the United States may claim 
the foreign tax credit only on a reciprocal basis. 
Understandably, therefore, some nations had utilized 
the foreign tax credit device before the conclusion of 
a treaty. 


28 Int. Rev. Code § 119 provides for a 30 per cent 
tax on dividends and interest derived from sources 
within the United States and distributed to non- 
resident aliens and foreign corporations. This tax is 


withheld at source. 
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and therefore does not accord with the 
program of encouraging development in 
foreign countries. 

A survey of the various income tax 
treaties indicates that France has not 
taken up the foreign tax credit though 
it accomplishes substantially the same 
result by a unilateral point reduction in 
tax rates on income previously taxed in 
the United States and by excluding 
from the base of the general income tax 
in the case of aliens resident or domi- 
ciled in France income from sources 
outside France which has been subject 
to tax by the country of which such 
alien is a national.*® Sweden also re- 


fused to take up the credit device 
though it unilaterally exempts business 
income and income from real property 
previously subject to an American tax. 
The Netherlands,*' Canada,** the United 
Kingdom,** New Zealand,** Denmark,” 


30 


F . 38 
Ireland,*® Norway,’ Greece, and 
29 Article XIV, Convention and Protocol between 
the United States and France, Treaty Series No. 988 


(1945). 


30 Article XIV (b), Convention and Protocol be- 
tween the United States and Sweden, Treaty Series 
No. 958 (1940). 


31 Article XIX, Convention between the United 
States and the Netherlands, Treaty Series No. 1855 
(1948). 


%2 Article XV, Convention and Protocol between 
the United States and Canada, Treaty Series No. 983 
(1942); Convention, Treaty Series No. 989 (1945); 
Supplement, Treaty Series No. 2347 (1951). 


83 Article XIII, Convention and Protocol between 
the United States and the United Kingdom, Treaty 
Series No. 1546 (1946). 


34 Article XIII, Convention between the United 
States and New Zealand, Treaty Series No. 2360 
(1951). 


35 Article XV, Convention between the United 
States and Denmark, Treaty Series No. 1854 (1948). 


36 Article XIII, Convention between the United 
States and Ireland, Treaty Series No. 2356 (1951). 


87 Article XIV, Convention between the United 
States and Norway, Treaty Series No. 2357 (1951). 


| Vor, VII 


Switzerland ® have all adopted the for- 
eign tax credit.*° In order to offset the 
revenue loss to be occasioned to the for- 
eign country by the adoption of the 
foreign tax credit, the United States has 
endeavored to reduce its withholding 
rates,*" 


The impact of the treaty program on 
the pattern and extent of American in- 
vestment abroad may best be reviewed 
by considering separately the tax treaty 
treatment of individual types of income. 


Interest 


In the case of interest the creditor 
position of the United States is clearly 
testified to by the substantially greater 
flow of interest to than from the United 
States.** Despite the position of the 
United States as a creditor nation with 
respect to the flow of interest income, 


38 Article XIV, Proposed Convention between the 
United States and Greece, ratified by the United 
States, September 17, 1951. 


39 Article XIV, Convention between the United 
States and Switzerland, Treaty Series No. 2316 


(1952). 


40 The Union of South Africa did not adopt the 
United States tax credit device. Instead, the Union 
agreed upon full exemption for income from sources 
within the United States which was accepted as the 
equivalent of the tax credit. Article IV, Convention 
and Protocol between the United States and the 
Union of South Africa, Treaty Series No. 2510 
(1952). 


'l See Statements of Treasury representatives, U. S. 
Senate, Hearings before a Subcommittee of the Com- 
mittee on Foreign Relations, Exec. A, Convention be- 
tween United States and France on Double Taxation, 
Senate, 80th Cong., Ist Sess., January 30, February 6, 
April 17, 1947, p. 151 (1947). 


42 Private American investors received the follow- 
ing millions of dollars interest on foreign investment 
in 1946, 37.8; 1947, 40.0; and 1948, 29.6. At the 
time foreign their 
American investments only 1.2 millions of dollars in 
each of the years designated. U. S$. Department of 
Commerce, The Balance of International Payments, 
1946-1948 (1948). 


same investors received from 
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it has followed the principle of source 
taxation of interest income distributed 
by “residents” to nonresident aliens 
and foreign corporations. The Internal 
Revenue Code now imposes a withhold- 
ing tax at a flat rate on these income 
payments.** The consistency of this 
taxation at source approach of the 
United States with its general position 
as a creditor nation is questionable since 
it may tend to encourage source taxa- 
tion by other nations where Americans 
have large investments. Since these 
taxes would be charged against federal 
tax liability, the gains from source tax- 
ation by the United States might be 
more than offset by the revenue losses 
from the tax credit allowed. 


However, the United States may have 
modified its long run position on this 
matter (taxation of interest flowing to 
nonresident aliens and foreign corpora- 


tions from sources within the United 
States) through its income tax treaty 
program. Speaking generally, the 
United States has moved from the posi- 
tion of source taxation through with- 
holding to the position that interest 
should be taxed on the basis of the re- 
cipient’s residence. That is, the United 
States has by treaty often granted, in 
the case of interest, complete tax ex- 
emption on payments to foreign resi- 
dents. 

The evolution of this policy can be 
seen clearly by a chronological descrip- 
tion of the treatment of interest income 
in the various Under the 
French treaty the United States retains 
its withholding tax on interest payments 
to foreign residents while France allows 
a point reduction on its securities tax 


treaties. 


43 See fn. 28. 
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on income received from American 
sources.** Under the Swedish treaty 
both the United States and Sweden 
nominally retain their rights to a with- 
holding tax.*® Sweden, however, does 
not tax nonresidents with respect to in- 
terest income. Under the treaty with 
Canada the United States has reduced 
its withholding rate to equal nominally 
that of Canada. As in the past Canada 
grants a tax credit for the taxes paid to 
the United States.“° These provisions 
when combined with the already extant 
American foreign tax credit for United 
States residents creates tax neutrality for 
individual investment decision.** Inter- 
est flowing from a Canadian corporation 
doing business in the United States to 
Canadian residents is exempt from the 
United States withholding tax unless 
paid to American citizens.“ This ar- 
rangement is reciprocal except for those 
American companies “managed and 
controlled ”” in Canada. The seeming 
lack of reciprocity was dispelled by the 
definition of “ managed and controlled ” 
to mean that the policies governing 
operations were made in Canada. 

The treaty with the United Kingdom 
was the first to represent the United 
States’ new position under which in- 
terest payments to foreign recipients 


44 Article XIV, Convention and Protocol between 
the United States and France, Treaty Series No. 988 
(1945). 


45 Article VIII, Convention and Protocol between 
the United States and Sweden, Treaty Series No. 958 
(1940). 

46 Article I (g), Convention and Protocol between 
the United States and Canada, Treaty Series No. 
2347 (1951). 

47 The consistency of this situation with the posi- 
tion of the United States as a creditor nation is 


questionable. 


48 See fn. 46. 
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are exempt from source taxation.*® 
This policy was subsequently followed 
in the treaties with the Netherlands,”’ 
Denmark,’ Norway,” Ireland,’ and 
Greece."* There may be some doubt as 
to the sagacity of the debtor country 
relinquishing the right to withhold at 
source since the relinquishment of with- 
holding rights may mean serious fiscal 
losses in the future when dollar income 
from United States’ investments may 
not be as significant. On the whole, 


this new program does not constitute a 
significant change for the individual 
American recipient since to the extent 
that the foreign tax credit was effective 
his incentive to invest in foreign enter- 
prise is not affected.” 


49 Articles VI and XV, Convention and Protocol 
between the United States and the United Kingdom, 
Treaty Series No. 1546 (1946). It is interesting to 
note that this arrangement removes a 30 per cent 
American withholding tax as against a 50 per cent 
United Kingdom withholding tax and additional sur- 
tax, 


50 Articles V and VIII, Convention between the 
United States and the Netherlands, Treaty Series No. 
1855 (1947). 


51 Articles VII and IX, Convention between the 
United States and Denmark, Treaty Series No. 1854 
(1948). The position of exemption was retreated 
from only in the treaties with the Union of South 


Africa and New Zealand. 


52 Article VI, Convention between the United 
States and Norway, Treaty Series No. 2357 (1951). 


53 Article VII, Convention between the United 
States and Ireland, Treaty Series No. 2356 (1951). 


54 Article VI, Proposed Convention between the 
United States and Greece, ratified by the United 
States, September 17, 1951. 


55 For the American investor the significant thing 
is neutrality as between domestic and foreign invest 
ments. The tax credit provision in our law tends to 
produce this neutrality. See fn. 26 and text at fn. 
24. Because of this credit, exemption at source may 
not be necessary to attract capital from the United 
States. This is, of course, true only if foreign tax 
rates are not expected to be higher than United 
States tax rates. See text at fn. 24. 


|Vor. VII 


Dividends 


The problem of taxing dividend in- 
come, which constitutes the largest 
share of investment income flowing to 
and from the United States, is the 
same as that of taxing interest. How- 
ever, the United States treaty program 
has not modified the Internal Revenue 
Code position ** to the same extent as 
it has with respect to interest. The dif- 
ference is attributable to the larger loss 
of revenue that would be incurred in 
freeing dividends from withholding tax 
at source. Nevertheless, the withhold- 
ing rate has been generally reduced. In 
some instances this has resulted in tax 
neutrality to individual investment de- 
cision. 

Several treaties, as that with Sweden, 
pay lip service to the principle of taxa- 
tion only by the country of residence 
which is the source of the capital, but 
they preserve the present withholding 


tax at a reduced maximum rate."® 


Under the Canadian treaty dividends 


are treated in the same manner as in- 
terest.*” 

The most important aspect of the 
United Kingdom treaty is the abroga- 
tion of the rule of Biddle vy. Commis- 

56 Tn 1948 private American investors received 
$407,300,000 of dividend payments on foreign in- 
vestment. In that same year foreign investors re- 
ceived frora their American investments $56,700,000 
in dividend payments. U. S. Department of Com- 
merce, The Balance of International Payments, 1946- 
1948, (1948). 


57 See fn. 28. 


58 Articles VII and XIV, Convention and Protocol 
between the United States and Sweden, Treaty Series 


No. 958 (1940). 
& 


59 Article I (g), Convention and Protocol between 
the United States and Canada, Treaty Series No. 
2347 (1951). 
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sioner.” This decision had placed 
American investors in United States and 
United Kingdom companies on a par."' 
Under the treaty the American in- 
vestors in British companies pay only 
one layer of tax since the corporate tax 
withheld by the British corporation is 
recognized as a tax on the shareholder 
for which credit can be taken against 
United States personal income tax lia- 
bility.°* By a reduction in the Ameri- 


60 302 U. S. 573 (1938). It was held that any 
foreign tax on dividends which is deducted by the 
paying corporation before payment of the dividend 
is not recognized as a tax on the recipient for which 
a tax credit may be taken against federal income tax. 
The British standard tax was considered a tax on 
the corporation and not the stockholder. Therefore, 
the American recipient of a dividend from a British 
company was subject to both the British corporate 
tax and the federal income tax. 


61 United States corporate income is first subject 
to corporation Dividends distributed 
from the earnings which remain are then subject to 
the personal income tax. Biddle v. Commissioner re- 
fused to permit the American recipient of a dividend 
from a British corporation to credit the British 
standard (corporate) tax against the federal income 
tax. Thus the American recipient of a dividend 
from a British company is subject to both the British 
corporate income tax and the United States personal 
income tax on the full amount of the dividend, as 
the American recipient of a dividend from a United 
States corporation is subject to the United States cor- 


income tax. 


porate income tax and the personal income tax on 
the full amount of the dividend. Only to the extent 
that British corporate income tax exceeds the Ameri- 
can corporate income tax is the individual share- 
holder in a British corporation in a worse position 
than the shareholder of an American firm after the 


Biddle decision. 


62 However, the American shareholder must in- 
clude in gross income the tax withheld by the British 
corporation from its dividend payments. 
this will work to the advantage of the United States 
shareholders credit 


liability to a greater extent than the inclusion in 


In general, 


since the tax reduces the tax 
gross income of the British corporate tax increases 
the tax liability. 

This result corresponds closely with the liability of 
British shareholders in British firms. Under British 
tax regulations, the stockholder pays only a surtax 
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can witholding tax on Britons who hold 
shares in American firms and a credit 
against British tax liability for the tax 
withheld,”® (as well as the United States 
tax on earnings used in paying the divi- 
dend) the British shareholders in Amer- 
ican firms also pay only one layer of 
tax."* Thus the United States share- 
holder in a British corporation is ex- 
empt from the British surtax and re- 
ceives a tax credit for the British 
corporation tax which was formerly 
denied. On the other hand, the British 


on the dividend, while the corporation deducts from 
dividends the standard corporate tax paid by it on its 
The shareholder receives the dividend less 
However, he 


earnings. 
the corporate tax assessed against it. 
includes in his gross income for the British normal 
tax the full amount of the dividend without the cor- 
porate tax adjustment against it but against his nor- 
mal tax receives a tax credit equal to the amount of 
the tax deducted at the corporate level. In the case 
of the individual surtax, the gross amount of the 
dividend declared is included in taxable income and 
no tax credit for the corporate levy deducted from 
the dividend payment is allowed against the individ- 
ual surtax. In effect the individual income and cor- 
porate income taxes have been integrated to subject 
corporate distributions to only gone layer of tax equal 
to the effective individual income tax had there been 
no tax on corporate earnings. 


63 The credit is in lieu of a deduction which is all 
that was formally allowed. 


64 In essence, under the treaty the American owner 
of stock in a United Kingdom corporation includes 
the tax levied on the corporation in his gross income. 
He pays no British surtax on his dividend receipts if 
a United States resident but is liable for United 
States normal tax and surtax with a credit for the 
British tax paid. The British 
American company is subject to a 15 per cent United 
States withholding tax as well as having his dividend 
reduced to the extent that the 
United States corporate income tax falls on the share- 
holder. 
the dividend in his income subject to surtax but re- 
ceives a tax credit against the American withholding 
tax. The British stockholder is also allowed to take 
as a tax credit the United States corporation tax 
paid which is not allowed by the United States to 
its own taxpayers. 


shareholder of an 


incidence of the 


In addition, the British shareholder includes 





80 NATIONAL TAX JOURNAL 


holder of American securities receives a 
tax credit instead of the deduction for- 
merly allowed for taxes paid to the 
United States on dividend income and 
pays only one-half the tax formerly im- 
posed. The net effect is to encourage 
investment abroad by both groups of 
investors.” This provision thus satis- 
fies Britain’s need for American capital 
investment as well as dollar exchange 
and clearly accords with the main for- 
eign policy political and economic ob- 
jectives of the United States. 

It is of interest to note that the 
United Kingdom treaty seems to afford 
a United States resident who is the re- 
cipient of a dividend paid by a United 
Kingdom corporation the opportunity 
of avoiding the rule that a taxpayer 
cannot deduct one foreign income tax 
and take another foreign income tax as 
a credit.° The United Kingdom tax is 
deemed to be paid by the recipient only 
if he elects to include the amount of the 
tax in his gross income. Failure to so 
elect would leave the rule of Biddle v. 
Commissioner applicable, and the tax- 
payer would include in gross income, 
and be taxed on, only the net amount 
of the dividend. There would be no 
prohibition against the taxpayer claim- 
ing other foreign income taxes as credits 


65 The United States investor finds himself in a 
better tax position as a stockholder in a British cor- 
poration than in a United States corporation since 
the corporation tax is integrated with and part of 
the individual income tax structure so that he only 
pays one tax on corporate profits of a British corpo- 
ration as against two on the net income of a United 
States corporation. There is thus a definite incentive 
given to invest in British stocks rather than domestic 
securities. The concessions on withholding taxes, on 
the other hand, made to British security owners in 
the United States, tend to direct investment toward 
the United States. 


66 Int. Rev. Code §23 (c) (1) (C). See fn. 17. 
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against United States income tax lia- 
bility.” 


Capital Gains 


The great variance in definition and 
taxation of capital gains in the different 
countries means that the treaty pro- 
visions must differ from country to 
country and that the treatment granted 
capital gains must differ materially from 
that accorded interest and dividends. 
Generally the Internal Revenue Code 
has excluded from taxation capital gains 
of nonresident aliens unless “‘ engaged in 
trade or business” in the United States.** 
It has been suggested that this position 
stems from the early difficulty in collec- 
tion when these individuals were re- 
quired to file returns and the inability 
to go over to a withholding system for 
such individuals.” Many foreign coun- 
tries considered this form of taxation as 
an unfair treatment of their nationals; 
therefore, one reason for eliminating the 
tax may have been the promotion of 
good relations with other countries. 
However, the most important reason 
was probably the consequent tax neu- 
trality. 

Several of the treaties have adopted 
the Code position except for the con- 
cept “‘ engaged in trade or business ” for 
which “ permanent establishment ” was 


substituted.” This has probably had a 


67 See Alexander, “ The Income Tax Convention 
with the United Kingdom,” Tax Law Review, Il 
(1947), pp. 295, 324. 


88 Int. Rev. Code § 211 (a) (1) (B). 
haustive study of aliens and the federal income tax, 
consult, Allen and Coggan, “ Aliens and the Federal 
Income Tax,” Tax Law Review, V (1949), p. 353. 


69 Gordon, op. cit. fn. 4. 


For an ex- 


79 Convention and Protocol between the United 
States and France, Articles XI and XIII, Treaty 
Series No. 988 (1945); Convention and Protocol be- 

(See next page) 
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tendency to free more individuals from 
taxation. However, because of a great 
deal of objection in this country there 
has been a reversion in the United King- 
dom treaty to the language of the 
Code." In the most recent treaties 
there has been no mention of the subject 
at all,”* thus leaving the United States 
free to make any unilateral change it 
sees fit to make. Taking cognizance of 
the original circumstance which induced 
the present exemption, it may be urged 
that the administrative difficulties be 
solved through the tax evasion provi- 
sions of the treaties. 


Business Income 


Industrial or commercial profits, as 
business income is defined in the pro- 
visions of United States income tax 
treaties, have long been subject to inter- 
national double taxation and have long 


been susceptible to manipulation and 


tax evasion. It is generally recognized 
that foreign enterprise is properly sub- 
ject to tax by the country in which it 
is doing business, at least on the income 
derived from sources within that coun- 
try. While this principle seems simple 
and just, its application has been most 
complex. Which country is the source 
of income or how much of the income 
to be allocated to each of two countries 


tween the United States and Sweden, Article IX, 
Treaty Series No. 958 (1940); Convention and Pro- 
tocol between the United States and Canada, Article 
VII, Treaty Series No. 2347 (1951). 


71 Article XIV, Convention and Protocol between 
the United States and the United Kingdom, Treaty 
Series No. 1546 (1946). See also, Convention: be- 
tween the United States and the Netherlands, Article 
XI, Treaty Series No. 1855 (1948). 


72 Convention between the United States and New 
Zealand, Treaty Series No. 2360 (1951); and Con- 
vention and Protocol between the United States and 
the Union of South Africa, Treaty Series No. 2510 
(1952). 
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in the instance of goods either purchased 
or manufactured in one country and 
sold in another is a vexatious question.” 
It has been equally difficult to determine 
what expenses or portions of expenses of 
the head office are properly allocated to 
the branch enterprise. These questions 
are not completely resolved by treaty 
arrangements, but the occasions when 
they may arise are more limited. 


In general, domestic corporations are 
taxable on their income from all 
sources."* However, income derived 
abroad by a corporation organized under 
the laws of a foreign nation is exempt 


73 The situation may be more complicated when 
the raw materials have been purchased in a third 
country. 


74 There are three basic exceptions to the general 
United States policy of taxing income from all geo- 
graphical sources. (1) Domestic corporations which 
derive substantially all of their gross income from 
sources within the Western Hemisphere outside the 
United States may elect to be taxed as Western 
Hemisphere trade corporations. If the company so 
elects it is thereby exempt from excess profits taxes 
and partially exempt from corporate income taxes by 
a fourteen percentage-point effective reduction in the 
corporate tax rates. Int. Rev. Code $109. (2) Int. 
Rev. Code § 251 provides that citizens and domestic 
corporations of the United States are exempt from 
United States tax on all income other than that from 
United States sources if 80 per cent of the income is 
derived from sources within a possession (not a ter- 
ritory) of the United States, and if 50 per cent of 
the income is derived from the active conduct of a 
trade or business within a possession of the United 
States. (3) Corporations qualifying under the China 
Trade Act of 1922 enjoy complete exemption from 
income and excess profits taxes by reason of an al- 
lowable credit against net income equal to the pro 
rata share of the net income derived from Chinese 
However, in order to take advantage of the 
credit, the China Trade Corporation must distribute 
the resulting tax savings to designated stockholders. 
Int. Rev. Code §§ 261-265. 

For a complete discussion of these three exceptions 
see Shere, op. cit., fn. 13; James, “The Tax- 
ation of Business Income from Foreign Sources,” 
University of Chicago Law Review (1946), p. 229; 
United Nations, Department of Economic Affairs, 
op. cit. fn. 13; Carroll, op. cit. fn. 21; Johnson, op. 
cit. fn. 21. 


sources. 
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from federal income taxation, even if 
the foreign subsidiary is wholly owned 
by an American corporation.” The 
earnings of foreign subsidiaries are sub- 
ject to United States corporation income 
tax only to the extent that they are 
returned through dividends to the par- 
ent United States corporation and to 
the individual income tax only if they 
are distributed finally to the American 
stockholders. Therefore, there is vir- 
tually complete federal tax exemption 
with respect to those profits which are 
reinvested abroad by the subsidiaries.”° 

The League of Nations early at- 
tempted to define the principle of allo- 
cation to proper tax jurisdiction of the 
profits of business enterprises operating 
in several states. It was concluded that 
taxation on the basis of source should be 
limited to the case of a “ permanent 
establishment.” This principle, in 
substance at least, has been adopted in 
ali draft and model conventions and all 
United States tax treaties.” 


The most important aspect of this 
treaty provision is probably the exclu- 
sion of the most common form of for- 
eign marketing in this country from the 


ee 


concept permanent establishment.” 
As defined, a “ permanent establish- 
ment” does not include a bona fide 
commission agent, broker, or custodian 


75 Int. Rev. Code § 231. 


76 Foreign branches of domestic corporations are 
not accorded the same treatment granted foreign sub- 
sidiaries incorporated under the law of a foreign na- 
tion. This disparity has long been a point of con- 
tention since the tax result is dependent on the form 


of doing business rather than the business done. 


77 Fiscal Committee, League of Nations Report to 
the Council on the Fourth Session of the Committee 
(Geneva, 1933), p. 399. 

78 Phillips, op. cif., p, 235 et. seq. 
ferences between being 


The real dif- 
“engaged in trade or busi- 
ness” and maintaining a “ permanent establishment ” 
are relatively minor. 


[Vor. VII 


of independent status acting in the ordi- 
nary course of his business.” Before 
the treaty arrangements, foreign enter- 
prise using this form of marketing was 
taxable under the provisions of the In- 
ternal Revenue Code on the profits from 
the sale,*’ whereas these are now exempt 
from source taxation. 

The basis for apportionment of the 
income or the determination of the in- 
come earned in the country of perma- 
nent establishment remains a question. 
Some of the earlier treaties provided that 
apportionment should be on the basis of 
direct accounting as though the firm 
were a separate entity.’ However, a 
number of the more recent treaties have 
not dealt with the problem and pre- 
sumably have left the matter open for 
joint or unilateral action by the com- 
petent authorities of the contracting 
parties. This conspicuous absence of 
rules for apportionment among the 
treaty provisions seems a serious matter 
since it markedly increases the possibili- 


ties of continued double taxation.** 


79 Phillips, op. cit., fn. 4, at p. 240. The Cana- 
dian Treaty does not require that such commission 
agents be acting in the ordinary course of their busi- 


ness. See also, King, “ Modification of United States 
Tax Law by Treaty,” Taxes, XXVI (1948), p. 1001. 


80 Int. Rev. Code §211 (b) (taxing nonresident 
alien individuals engaged in trade or business in the 
United States); and Int. Rev. Code § 231 (b) (tax- 
ing foreign corporations engaged in trade or business 
in the United States). 


81 Gilpin and Wells, “ International Double Taxa- 
tion of Income: Its Problems and Remedies,” Taxes, 
XXVIII (1950), p. 8. 


82 It is precisely in the case of business profits that 
the absence of uniform rules of allocation is likely to 
create double taxation. This is for the reason that 
the foreign tax credit is limited by the amount of 
income derived abroad. If a foreign country and the 
United States both consider a given amount of busi- 
ness profits to have originated within their respective 
borders the credit provision may be inoperative (ex- 
cept insofar as higher United States tax rates on 
other income from the foreign country may provide 

(See next page) 
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Provision has been made for the uni- 
lateral adjustment of profits on a direct 
accounting basis in the case of a con- 
trolled subsidiary,” but this is only a 
partial solution to a broader problem. 


Aircraft and Ships 


The rules governing the allocation of 
business income are not applicable to 
earnings from the operation of aircraft 
and ships. The treaties generally follow 
the principle of taxation by the state in 
which the enterprise is organized, but 
some of the treaties require that the 
ships and aircraft be registered in that 
state also in order to meet the exemption 
test." This reciprocal exemption results 
not only from a desire to eliminate 
double taxation and promote interna- 
tional trade but also from recognition of 
the practical difficulty, if not impossi- 
bility, of allocating between nations the 
earnings of ships and aircraft engaged 
in international commerce. Generally 
this principle is satisfactory when the 
reciprocating countries engage in about 
the same amount of air and sea com- 
merce since they give up approximately 
as much revenue potential as they gain. 
However, countries having no merchant 
or air fleets have been reluctant to re- 
linquish the right to tax at source. 


some leeway) and double taxation ensues. Accord- 
ingly, while it is beyond the scope of this paper to 
do so, it is necessary to give consideration to the 
kinds of rules which might be formulated in connec- 


tion with tax treaties. Are the rules in the Internal 
Revenue Code adequate for this purpose? Are the 
rules used in other countries sufficiently different as 
to require significant adaptation of both foreign and 
United States rules? 


83 For example, Article III (6), Convention be- 
tween the United States and New Zealand, Treaty 
Series No. 2360 (1951). 


84 Generally the state of residence, the state of in- 
corporation, and the state of registry are all one and 
the same. 
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It has been suggested that it would be 
more equitable to follow the allocation 
principle applied to business generally as 
respects transportation companies de- 
spite the greater administrative prob- 
lems.“ No desire for symmetry, how- 
ever, should cause one to minimize the 
administrative difficulties which this 
plan would involve. Nevertheless, it is 
to be conceded that as between coun- 
tries which have shipping fleets and 
countries which do not, it would be more 
equitable than the present system and 
less troublesome than continuing source 
taxation generally. Furthermore, the 
present treaty position does not comport 
closely with the general foreign policy 
of the United States toward the devel- 
opment of underdeveloped countries. 
The suggested position might not entail 
a large revenue loss to the United States, 
and the current free world pressure for 
dollar exchange might be alleviated 
thereby. 


Royalties 


Taxation of royalties from intangi- 
bles is relatively unimportant insofar as 
revenue yield is concerned; however, 
consideration has been given to this 
form of taxation in order to mitigate 
double taxation and to encourage the 
free flow of ideas, know-how, and tech- 
nical processes. The United States treaty 
position has been to remove taxation at 
source except in the case of a permanent 
establishment. 

It is sometimes suggested that this 
position may be justified to the extent 
that taxes at source would have been 


55 Shere, “ Consultant’s Study on Taxation of 
International Air Transport,” Working Paper, No. 
AJ-WP/ 154, 31 May 1950, International Civil 
Aviation Organization, (10th Session of the Council 
See also Gordon, op. 


Air Transport Commission). 
cit., fn. 4. 
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passed on to the user through higher 
charges for use when a degree of mo- 
nopoly power permitted the shifting of 
tax incidence. However, exemption 
from source taxation in the case where 
a foreign tax credit was formerly avail- 
able to avoid double taxation will 
merely serve to increase tax liability at 
the place of residence; this increased tax 
liability at residence may also be shifted, 
depending upon the degree of monopoly 
power held by the taxpayer. Moreover, 
residence taxation is not consonant with 
the United States’ objectives in develop- 
ing underdeveloped countries, since the 
flow of income is overwhelmingly to 
this country. On the other hand, as 
foreign industry and enterprise develops, 
tax neutrality may be the best policy. 


Oil and mineral royalties and royal- 
ties on other tangibles, which are more 
like the income from real property, are 


properly taxable at source. The Inter- 
nal Revenue Code which does not dis- 
tinguish between tangible and intangi- 
ble royalties subjects both to a with- 
holding tax."’ Royalties received by 
persons whose income is also taxable in 
the United States are permitted a for- 
eign tax credit and a depletion allow- 
ance to avoid double taxation. Gener- 
ally there is no attempt in the United 
States treaty program as a whole to ex- 
empt tangible royalty income in the 
same manner as was done for the income 
of intangibles. Some treaties do not 
even deal with the problem specifically 
and thus leave these royalties subject to 
the rules regarding business income. 
The most important aspect of the 
treaty provisions dealing with tangible 
royalties is the taxation of only net in- 
come. This is probably justified since 
in many instances these royalties contain 


86 Int. Rev. Code §119 (a) (4). 


[Vor. VII 


only a small element of true income if 
allowance is proper for depreciation, de- 
pletion, or other charges incident to the 
recovery of the property from which 
the income is derived. 


Earned Income 


One of the objectives of the treaty 
provisions dealing with earned income 
is to facilitate the movement of techni- 
cal experts and business visitors to and 
from the United States and to thereby 
relieve them of the annoyance and delay 
attendant upon the determination of the 
income earned from sources within a 
given country. In accordance with this 
objective the treaties *' have extended 
on a reciprocal basis, for 183 days, the 
time during which an alien from a con- 
tracting nation may go to another con- 
tracting nation on business without 
being subject to a foreign tax upon the 
earned income attributable to the period 
of his stay. The United States has also 
tried to equalize the competitive posi- 
tion of its citizens employed in foreign 
countries with that of others employed 
in such countries. In accordance with 
this objective the United States has 
unilaterally exempted for many years 
earned income of American citizens resi- 
dent abroad for a specified period of 
time.** This provision is confined to in- 


87 Convention and Protocol between the United 
States and Canada, Article VII, Treaty Series No. 
2347 (1951); Convention and Protocol between the 
United States and the United Kingdom, Article XI, 
Treaty Series No. 1546 (1946); Convention and 
Protocol between the United States and Sweden, Ar- 
ticle XI, Treaty Series No. 958 (1940). 


88 Int. Rev. Code $119. United States citizens 
who are either residents of or actually present for 17 
months out of 18 months in a foreign country may 
exclude from gross income compensation for personal 
service rendered outside of the United States. This 
exemption has been limited recently to $20,000. 
Technical Changes Act of 1953, Public Law 287 
(August 15, 1953). 

(See next page) 


Senate and House tax writers 
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come from personal services. On the 
whole, however, this entire area may be 
considered as relatively unimportant 
since tax factors probably play a small 
part in any decision to make the kinds 
of moves generally made by persons 
subject to those provisions.*® 


Fiscal Cooperation 


Even if considered only from the 
point of view of the great advance in 
international cooperation, the provisions 
for exchanging revenue information 
and for collection assistance are among 
the most important aspects of the 
United States income tax treaty pro- 
gram.” The treaties generally provide 
for the automatic exchange annually of 
specified information relative to income 
derived by nonresident aliens from 
sources within the respective tax juris- 
dictions. This exchange of information 
is mandatory in the United Kingdom 
treaty,’ whereas it is permissive in the 


believe that the new income-exemption limitation will 
continue to serve as encouragement to foreign em- 
ployment of technicians and skilled workers, but will 
be sufficient to correct abuses which arose under the 
old law. See fn. 89. 


89 While the statement is generally true there have 
been exceptions, e.g., Hollywood stars who have been 
able to schedule their overseas movie making to ac- 
cord with the 18 month period required to qualify 
for the United States tax exemption. See fn. 88. 
Undoubtedly some business personnel attach im- 
portance to the 183 day treaty provision. 

To the extent that the requirement (that individ- 
uals engaged in foreign personal service employment 
must reside in a foreign country for over a year in 
order to exempt from United States tax, the moncy 
earned abroad) deters the movement of teams of in- 
dustrial and economic experts, it 
with the objectives of the Point Four program. See 
fn. 13. 


does not accord 


99 For a discussion of the successful informal col- 
laboration between governments in administering in- 
come tax treaty provisions, see King, “ Practical Pro- 
cedure Under the United States, Canadian Conven- 
tions Relating to Income and Estate Taxes,” 
ceedings National Tax Association, 1952, p. 140. 


Pro- 


91 Article XX, Convention and Protocol between 
the United States and the United Kingdom, Treaty 
Series No. 1546 (1946). 
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Canadian treaty."* Much of this infor- 
mation consists of data gathered at 
source from the withholding returns 
which residents making distributions to 
nonresident aliens are required to file. 
Without a treaty arrangement this in- 
formation would be wholly inaccessible 
to foreign interests. There is also pro- 
vision for securing additional informa- 
tion on individual cases upon request. 
Neither nation is generally required to 
furnish information which will disclose 
trade secrets or secret formulae and 
processes, 

The treaties also provide for collec- 
tion assistance on a reciprocal basis. In 
the absence of treaty arrangement it is 
well established that no country will 
enforce the tax laws of another country. 
These provisions have stirred contro- 
versy among American lawmakers. This 
controversy really stems from the fact 
that the United States has an excellent 
tax collection machinery whereas that 
of most other countries is relatively 
poor. In some countries there is wide- 
spread tax evasion because of ineffective 
tax collection. This would mean that 
the enforcement of foreign tax liability 
against our nationals would in effect 
make them shoulder a greater share of 
the foreign country’s tax burden than 
do its own nationals. Therefore, there 


are no mandatory collection provisions 
in the treaties.”* 
vision is made for collection when the 
United 
States and goes to the foreign country 


However, some pro- 


income is derived from the 


92 Articles XX and XXI, Convention and Protocol 
between the United States and Canada, Treaty Series 
No. 2347 (1951). 


93 Even the treaties with the United Kingdom and 
Canada make no provision for mandatory reciprocal 
tax collection of foreign tax due from a national, de- 
spite the fact that the tax collection machinery of 


both countries is excellent. 
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tax free or at reduced rates.** It must 


be understood, however, that the meas- 
ure of success of the limited collection 
assistance provisions should not be reck- 
oned in terms of the number of vio- 
lators apprehended but rather in terms 
of the prophylactic effect they have on 
violations. 
There is both an economic and moral 
aspect to the treaty attempts at fiscal 
cooperation. Reduction in the total 
amount of tax evasion means a con- 
comitant lessening of the shift of an 
excessive tax burden to the honest tax- 
payer because of the action of the dis- 
honest taxpayer. Economically there is 
some expectation that there will be a 
large revenue recovery which will in 
part compensate for the loss occasioned 
through the substantive treaty adjust- 
ments made to minimize double taxa- 
tion. The underlying assumption that 
the substantive treaty provisions have 
occasioned a dollar loss to each of the 
contracting parties should be carefully 
examined inasmuch as the amount of 
the loss in each instance depends on the 
practice prior to the treaty arrangement 
and the change therein effected. The 
over-all revenue loss may not be as 
great as it might at first appear. More- 
over, assuming that a fair bargain has 
been struck, the minimization of double 
taxation is a stimulus to the free move- 
ment of investment capital which over 
the long run may mean a larger tax 
base. To the extent that more revenue 
is forthcoming this result will have all 
the salutary effects on the economy and 
the budget that an increase in revenue 
potential always has. However, this re- 
sult should not be overemphasized since 


94 Generally,: the United States agrees to collect 
foreign tax due from its own citizens only in the 
limited field where such collection is necessary to 
carry out particular provisions of the treaty. 


| Vor. VIL 


it is dificult to measure the actual reve- 
nue increase to be expected, and it has 
not been demonstrated that it will be 
large. 


Drafting 


The United States income tax treaty 
program raises pointedly the problem of 
developing a craftsmanship in the draft- 
ing of treaty provisions. The drafting 
problem is twofold, involving the defi- 
nition of terms and closing “ loopholes.” 

Under the Convention between the 
United States and the United Kingdom 
the principal benefits are accorded to 
residents of the United Kingdom or 
residents of the United States with re- 
spect to the tax of the country in which 
they do not reside. The Convention, 
however, does not define “ residence.” 
Definition of terms not otherwise de- 
fined is left to each of the contracting 
parties.” The Convention therefore 
limits neither nation in determining the 
factors of intention and physical associ- 
ation which are to be given weight in 
the decision as to whether a particular 
person is a resident. It is thus con- 
ceivable that in determining residence 
in order to accord an individual the 
benefits of the treaty, or to subject him 
to the tax as it would have been imposed 
had the treaty not been in existence, 
both of the contracting nations might 
find that the individual is resident 
within itself or is not so resident. Un- 
less this apparent inconsistency is solved 
by consultation between the two na- 
tions, it is possible that the individual 
will, on one hand, be subject to too 
much tax, and on the other, to too little 
tax. 

Another example of the problem of 

5 Article Il (3), Convention and Protocol be- 


tween the United States and the United Kingdom, 
Treaty Series No. 1546 (1946). 
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not defining a term in the tax treaty 
arises in the case of the reduced with- 
holding tax on dividends. “ Dividends” 
is not defined in the Convention. It is 
therefore proper that the United States 
withholding tax liability on dividends 
shall be determined according to the In- 
ternal Revenue Code definition of divi- 
dends and the cases arising thereunder. 
The individual is thus subject to all of 
the confusing rules of the United States 
tax law as to what does and what does 
not constitute a dividend. This lack of 
Convention definition may result in 
continued double taxation because what 
is dividend income in one country may 
not match up with what is dividend in- 
come in the other country. 

The implication that there should be 
more definition of terms in tax conven- 
tions, however, is only half the story. 
The problems that may arise from inter- 
pretation of treaty provisions can be 
solved equitably and uniformly by em- 
ploying a suggestion made in the 1933 
draft convention of the League of Na- 
tions, that in the event of dispute as to 
the interpretation or application of 
treaty provisions such dispute shall be 
submitted for settlement to a technical 
body appointed by the League.”* The 
United Nations could well act as a 
substitute for the old League in this 
matter. 


Loopholes 


The interpretation and interrelation 
of the provisions of a single treaty or of 
several treaties which leave a “ loop- 
hole” present the second aspect of the 
drafting problem. This point may be 
illustrated by the following example. 
Under the income treaty with 

96 Model Bilateral Convention for the Prevention 


of Double Taxation of Income (League of Nations, 
Doc. C. 399, M-204. II A.F./Fiscal 76, 1933). 


tax 


Canada dividends paid by a Canadian 
corporation operating in the United 
States are exempt from United States 
withholding tax if paid to individual 
residents of Canada, other than citizens 
of the United States. But if the divi- 
dend of the Canadian corporation were 
received by a resident of the United 
Kingdom and were from sources within 
the United States, the United States 
would be entitled to withhold at the full 
Internal Revenue Code rate. However, 
the situation is different in the case of a 
Canadian shareholder who receives divi- 
dends from a United Kingdom com- 
pany paid out of earnings from United 
States sources since dividends paid by a 
United Kingdom company are exempt 
from United States withholding tax ex- 
cept if the recipient is a citizen or resi- 
dent of the United States. It would 
seem that a Canadian shareholder of a 
United Kingdom company is exempt 
from the United States witholding tax 
on all dividends paid by the United 
Kingdom company even though they 
constitute income from United States 
sources." 

Such “loopholes” may be closed in 
either of two ways. Multilateral treaties 
would resolve this problem but the 
method is cumbersome and subject to 
practical difficulties. Furthermore, it 
leaves unsolved the same kind of prob- 
lem when it occurs within a single 
treaty. The other and only real solu- 
tion lies in careful drafting of treaty 
provisions.”* 


97 This 
“ The 
Kingdom,” 
x11. 


used by Alexander, 
with the United 
(1947), pp. 295, 


example was first 
Income Tax Convention 


Tax Law Review, I 


98 Another legal question which deserves explora- 
tion is the proper function of the treaty as a modifier 
This ques- 
tion is meaningful when it is recognized that tax 


of tax law in the American legal system. 


legislation originates in the House whereas treaties 
are subject only to the approval of the Senate. 
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Conclusion 


It is manifest that the United States 
income tax treaty program has not pro- 
ceeded along clear cut lines of predeter- 
mined political and economic policy.” 
Tax neutrality, spread of the foreign 
tax credit device, source withholding 
have all been tenaciously pressed and 
used by the United States despite its 
creditor position among nations. The 
commitment to these policies and the 
use of these programs along present lines 
are inconsistent with the political and 
economic objective of stimulating pri- 
vate investment abroad for the recon- 
struction and development of the rav- 
aged and underdeveloped countries of 
the free world. A tax policy which 
served as a stimulus to free trade and 
which activated the flow of investment 
capital to the debtor nations of the free 
world, while preserving their revenue, 


would comport more closely with this 
objective.’ 

The countries of the free world must 
recognize their own relative positions as 
creditor or debtor nations.'’' The fail- 


9 Ic is often suggested that treaty provisions are 
the result of much “ horse trading.” However, if 
the treaty program is to be an effective economic 
weapon the negotiation of treaty arrangements can 
not be considered a matter for diplomatic bargaining. 
The negotiations must proceed according to a long 
range plan directed at achieving certain long range 
objectives, 


100 This tax policy would also accord with the 
present entreaties of the pauper nations of the free 
world for trade not aid. 


101 This same point was made over thirty years 
ago with respect to tariff trade barriers. Forward, 
“The Tariff Policy of the United States As a 
Creditor Nation,” The Annals (May, 1921), p. 220. 


ure of the United States to assume 
forthrightly its economic position as the 
world’s foremost creditor nation dimin- 
ishes the effectiveness of the income tax 
treaty program as a potent economic 
weapon capable of implementing United 
States foreign policy. The treatment of 
taxes on investment income under the 
various treaties tends to facilitate for- 
cign investment in the United States, 
whereas the pattern should be to repress 
such investment and to encourage 
United States investors to invest abroad. 
The spread of the foreign tax credit also 
is of limited advantage to American 
capital invested abroad but of great 
benefit to foreign capital seeking an in- 
vestment outlet in the United States. 

The merits of tax neutrality are not 
absolute. Neutrality in taxation need 
not be the basic tax policy in the area 
of foreign investment to any greater 
extent than in any other area of tax 
legislation. The present abnormal world 
conditions require the abandonment of 
the position of tax neutrality and any 
feeling that the country in need of for- 
eign capital should bear the burden of 
tax concessions, in favor of a policy of 
protection for the tax revenues of 
underdeveloped countries, combined 
with the offer of tax concessions by the 
capital exporting countries. This tax 
policy would clearly accord with the 
present United States’ political and eco- 
nomic objectives in achieving a free 
world economy.'”” 

102 Tt is apparent that the political and economic 


objectives of any treaty program must be clear be- 
fore the draftsman can perform his job adequately. 





NATIONAL TAXES IN CHINA, 1928-1936 


CHO-TING MAO * 


6 ides paper presents a brief descrip- 
tion of the national tax system 
which existed in China between 1928 
and 1936. This period, dating from 
unification under the Nationalists to 
the start of a series of major wars, was 
a comparatively peaceful era during 
which a serious attempt was made to in- 
dustrialize the economy. 

In China, as in the United States, 
taxes were levied by three levels of gov- 
ernment: the national, provincial, and 
hsien governments. The following de- 
scription is limited to national taxes, in- 
asmuch as aggregate data are not avail- 


able for provincial and local govern- 


ments. It should be added that na- 
tional revenue statistics also leave much 
to be desired. In commenting on off- 
cial reports one Chinese economist 
stated that the Kuomintang leaders 
would not have hesitated to falsify re- 
ports if it served their purpose, as later 
events proved.’ On the other hand, the 
entire Chinese system of fiscal accounts 
was open to foreign examination during 
most of this period,” and therefore it is 
believed that the following data give a 

* Mr. Mao is associated with the economics de- 
partment at the College of Wooster. 


1 Douglas S. Paauw, Chinese Public Finance Dur- 
ing the Nanking Government Period (Unpublished 
Ph.D. thesis, Harvard University, 1950), p. 106. 


2 The Kemmerer Commission, for example, headed 
by E. W. Kemmerer, and the League of Nation ex- 
perts, including Ludwig Rjachman and Arthur 
Salter. 


89 


reasonably reliable picture of tax devel- 
opments during the period.* 


National Tax Collections 


Tax revenues increased from $323 
million to $755 million, stated in terms 
of China’s currency, between 1928 and 
1936. These figures are somewhat mis- 
leading in the improved productivity of 
taxes which they suggest, for the Na- 
tionalists had only nominal control over 
certain parts of the country in 1928. 
Full unification did not occur until the 
summer of 1929. As shown in Table I, 
a comparison of 1936 with 1929 and 
1930 indicates that tax collections in- 
creased by about 64 and 41 per cent re- 
spectively. 


National Tax Burden 


The “ burden ” * of taxation is deter- 
mined in part by the actual amount of 
revenue collected and in part by three 
other factors: prices, population, and 
national product. If tax collections re- 
main constant, their burden will tend 
to diminish when prices increase, when 
tax payments are divided among a 
larger number of persons, and when the 
national product increases. 


3 See Douglas Paauw, Loc. cit. 


4 The word “burden” is used in the sense that 
taxes force a diversion of purchasing power from 
voluntary personal use and thus restrict the area of 
private disposal of income. See William J. Shultz 
and C. Lowell Harriss, American Public Finance 
(New York: Prentice-Hall, Inc., 1949), p. 303. 
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TABLE I 


NaTionAL Tax YieLp IN CuHINa, 1928-1936 


Total Tax Collections * 


Fiscal Year 
(millions) 


$323 
462 
535 
615 
586 
660 
650 
686 
755 


$328 
440 
463 
538 
566 
686 
702 
701 
679 





In Current Dollars In“ 1929” Dollars ** 
(millions) 


Ratio of Total 
Tax Collection 
to National 
Product t 


Tax Collections 
in Per Capita 
“ 1929 ” Dollars t 


$0.72 
0.98 
0.84 
1.20 
1.26 
1.53 
1.56 
1.56 
151 


* Ministry of Finance, Statements of Receipts and Disbursements, 1928-1936. 
** Calculated by dividing the figure for each year’s revenue by the corresponding index of 


wholesale prices in Shanghai, as estimated by the 


League of Nations in its Monthly Bulletin of 


Statistics (Geneva, July, 1938), XIX, No. 7, p. 341. 

+ Chinese population is estimated at 450,000,000 in all years. 

t Calculated by dividing the figure for each year’s revenue by the corresponding national 
product for comparable area as estimated in T. C. Liu, China’s National Income, 1931-19386 
(Washington: Brookings Institute, 1946), pp. 31-36. 


During the Nanking period, the 
wholesale price index (1929 == 100) in 
Shanghai fluctuated between 92 and 
121.° This index is far from ideal, but 
it does assist in estimating the real bur- 
den of tax collections in these years. 
Annual changes in population are not 
known, and therefore the generally ac- 
cepted population figure of 450 million 
has been used to estimate per capita 
taxes in all years. Table I summarizes 
these estimates, and shows that the real 
per capita tax burden increased from 


5 Index of wholesale prices in Shanghai (1929 = 
100); 


Calendar Year Index Calendar Year Index 


1928 97 
1929 100 
1930 110 
1931 121 
1932 108 


Source: League of Nations, Monthly Bulletin 
of Statistics (Geneva, July, 1938), 
XIX, No. 7, p. 341. 


1933 
1934 
1935 92 
1936 104 
1937 (Jan.) 116 


99 
93 





roughly $1 in 1929 to about $1.50 in 
the years 1933-1936. 

National product estimates are not 
available for China prior to 1931. In 
the following years, however, aggregate 
tax collections increased from about 2 
per cent of national product to 3 per 
cent in 1933 and thereafter remained 
roughly constant. 


National Tax Structure 


Customs duties, as shown in Table II, 
were the most important taxes in the 
national tax structure during 1928- 
1936. Im all years except 1935 and 
1936, this group of taxes accounted for 
more than 50 per cent of total national 
tax revenue. The expression “ customs 
duties,” however, requires special com- 
ment. In China, the term was used to 
include import duty, export duty, sur- 
taxes, coastal trade duty, interport 
duty, transit dues, tonnage dues, and 
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TABLE II 
Srructure or Natrionar Tax System IN CHINA 
1928-1936 


(millions of Chinese dollars) 


Customs . 
Duties Salt Tax 
$179 
276 
313 
370 
326 
352 
353 
315 
334 


1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 


Percentage 


1928 
1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 


56% 
60 
59 
60 
56 
54 
54 
46 
44 


9% 
26 
28 
23 
27 
27 
26 
27 


33 


*“ Consolidated ” taxes, properly speaking, 


“ Consolidated ” 
Taxes * 


$ 33 


“ Other ” 


Taxes ** 


— Total 

ax 

$81 
17 
10 
5 
13 
10 


$.. $323 
462 
535 
615 
586 
660 
350 
686 
755 


47 
61 
96 
389 
120 
120 
178 
155 


-— 
-oo 


Distribution 
10% 
10 
12 
16 
15 
18 
19 
26 
21 


~ 


to 


Nore th tS oO 


100% 
100 
100 
100 
100 
100 
100 
Fe 100 
l 100 


included only excises on flour, cigarettes, cotton 


yarn, cement, matches, foreign-style wine, beer, and flue-cured tobacco. But since taxes on native 
wine, native tobacco, and mining products were also in the nature of excises, they have been com- 


bined with “ consolidated ” taxes. 


** Includes remittances from special finance commissioners and provinces, parcel post tax, 


stamp tax, stock and commodity exchange tax, 
+ Not instituted until October 1, 1936. 


and bank note tax. 


Source: All statistics (except customs duties for 1935, 1936) are based on Ministry of Finance, 
Statements of Receipts and Disbursement, 1928-1936. The customs revenue for 1935 and 


1936 are based on Maritime Customs statistics. 


native customs duty." All of these 
duties except the last were collected by 
the office of Maritime Customs.’ 


6Import duty, export duty and their surtaxes 
were, taxes on the international movement of goods, 
while coastal trade duty, interport duty, transit dues, 
and native customs duty were taxes on the internal 
movement of goods. See Ministry of Finance, Tsai 
Cheng Nien Chien, 1935 (Shanghai, Commercial 
Press), Part IV, Chapter 1, pp. 407-408. 


7 Maritime customs were located at treaty ports, 
while native customs were located at places other 
than treaty ports. The were abolished on 
January 1, 1931. 

It may be noted that the customs revenue figures 
for 1935 and 1936 cited in Table II differ from 
those given in the Annual Statements of the Ministry 
of Finance. The Ministry of Finance in its Annual 
Statements reported $24 million and $636 million 
customs revenue for fiscal years 1935 and 1936 re- 


latter 


See fn. 7 below. 


spectively. The Maritime Customs Authority, on 
the other hand, reported figures of $316 million, 
$325 million, and $343 million for calendar years 
1935, 1936, and 1937 respectively. (Figures for 
1935, 1936 are taken from H. G. W. Woodhead 
Cc. B. E. [ed.], The China Year Book, 1938 [Shang- 
hai, The North China Daily News and Herald Co.], 
p. 39; figures for 1937 are taken from The Chisese 
Year Book, 1938-1939 [Shanghai, The Chinese Year 
Book Publishing Co., 1939], p. 400.) This apparent 
discrepancy can be reconciled when one realizes that 
the Annual Statement of any year was a summary of 
cash receipts and disbursements based on reports ac- 
tually submitted to the Ministry of Finance by its 
subsidiaries that year. (Ministry of Finance, 
Tsai Cheng Nien Chien, 1935, Part Il, Chapter 4, 
p. 188.) Hence, if actual reports were delayed long 
enough, the collection would have not appeared in 
the Annual Statement of the year in which that tax 
was collected. This is apparently what happened in 
the case of customs revenue in 1935 and 1936. 


in 
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The salt tax, an excise on the produc- 
tion (sometimes consumption) of salt 
was the second most important tax. Its 
yield, as a percentage of total national 
tax revenue, fluctuated narrowly around 
26 per cent during the whole period. 
In 1928, however, when the national 
government had only partial control of 
the country, salt tax contributed only 
about 9 per cent of total revenue. 

Next in importance were the “ con- 
solidated taxes,” a varied group of ex- 
cises which included taxes on the pro- 
duction of flour, cigarettes, cotton 
yarn, cement, matches, foreign style 
wine, alcohol, beer, and flue-cured to- 
bacco. Expressed as a percentage of 
total national tax revenue, they in- 
creased in relative importance from 10 
per cent in 1928 and 1929 to 33 per 
cent in 1936, 

“Other taxes” in Table II include 
national tax collected by special finance 
commissioners and provinces, parcel 
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post tax, stamp tax, stock and com- 
modity exchange tax, and bank note 
tax. It should be pointed out that na- 
tional taxes collected by special finance 
commissioners and provinces consisted 
essentially of likin, or internal taxes on 
articles in transit.* Both likin and the 
parcel post tax were abolished along 
with other levies on the internal move- 
ment of goods in January, 1931.° After 
1929 “other taxes” never exceeded 2 
per cent of total national tax revenue. 

Finally, it may be noted that an in- 
come tax was not instituted until Oc- 
tober 1, 1936." In the last fiscal year 
covered by this study, the income tax 
contributed less than 1 per cent of na- 
tional tax revenue." 


8P, T. Chen, “Public Finance,” Chinese Year 
Book, 1935-1936, pp. 1420-1421. 

®Te-hui chia, Min-kuo ts’ai-cheng  chien-shih 
(Changsa, Commercial Press, 1941), pp. 138-139. 

10 [bid., p. 148. 


11 The Chinese fiscal year during the period under 
study ran from July 1 to June 30. 





1954 Guidebook to New York State Income 
Taxes on Individuals, Partnerships and 
Fiduciaries—Residents and Nonresidents. 
By Samuet M. Monatt. New York: 
Commerce Clearing House, Inc., 1954. 
Pp. 258. $5.00. 


This guidebook was written for taxpayers 
and tax practitioners to facilitate the com- 
bined tax planning of New York State and 
federal income taxes. To this end state 
treatment of each transaction is compared 
with federal treatment, and each item of 
instructions to New York returns is related 
to the corresponding item of the respective 
federal returns. 


The book is annotated to the New York 
State Law and Regulations, and, wherever 
an analogy exists, to the Internal Revenue 
Code or Regulations 118. The author be- 
lieves that this procedure will extend the 
usefulness of the edition as a ready refer- 
ence book beyond the year for which it was 
published. 


Pay the Piper. By Denzet C. CLINE. 
East Lansing, Michigan: Governmental 
Research Bureau, Michigan State College, 
1953. Pp. 99. 





No. 1] BOOK 

This booklet is the first of a series of 
publications designed to be of assistance to 
those concerned with state and local gov- 
ernment in Michigan. Its purpose is to de- 
scribe and explain for the layman the sig- 
nificant features of the Michigan tax sys- 
tem. Successive chapters take up: back- 
ground problems; local property taxes; state 
consumer tax revenues; sales tax diversion 
and school taxes; highway motor taxes; and 
finally the intangibles tax and corporation 
capital tax. 

The author is Professor of Economics at 
Michigan State College. 


County Income Estimates for Seven South- 
eastern States—A Report of the Confer- 
ence on the Measurement of County In- 
come. By JoHN LitTLEPAGE LAN- 
casTER. Charlottesville, Virginia: Bureau 
of Population and Economic Research, 
University of Virginia, 1952. Pp. 246. 
$5.00. 


Methods for Estimating Income Payments 
in Counties: A Technical Supplement to 
County Income Estimates. Lewis C. 
CoreELAND, Editor. Charlottesville: Bu- 
reau of Population and Economic Re- 
search, University of Virginia, 1952, 
$3.00. 


The Estimation of Income Payments to In- 
dividuals in North Carolina Counties. 
By Loweit D. Assy and Everett P. 
Truex. Chapel Hill: School of Business 
Administration, Universicy of North 
Carolina, 1952. Pp. 54. 


Kentucky Income Payments by Counties— 
1939, 1947, 1950, and 1951. By Wie 
S. Myers, Jr., JoHN L. JOHNSON, and 
James W. Martin. Lexington: The Bu- 
reau of Business Research, College of 
Commerce, Bulletin Number 26, 1953, 
Pp. 37. 


In June 1949 a group of scholars repre- 
senting southern economic and business re- 
search institutions met at the University of 
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Kentucky to consider the problem of com- 


piling income data by counties. As an out- 


growth of this meeting the Conference on 
the Measurement of County Income was or- 
ganized comprised of the universities of 
Alabama, Georgia, Kentucky, Mississippi, 
North Carolina, Tennessee, and Virginia, 
and the Tennessee Valley Authority. 


Two of the above books present the re- 
sults of the Conference’s research. The 
first contains estimates of income payments 
to individuals by counties for each of the 
member states for the years 1939 and 1947. 
The estimates are based upon Department 
of Commerce state income series, the actual 
work of allocating commerce totals to 
counties having been done by personnel of 
the respective universities. The second 
book describes in considerable detail the 
methods which were used. Together the 
books present valuable new data, and a 
statement of methods and techniques which 
can be used in any state to obtain estimates 
of county income that are comparable in 
concept and content with similar estimates 
elsewhere and with the state data in the his- 
torical series of the Department of Com- 
merce. 

The North Carolina volume was later 
published in order to present the estimates 
for counties of that state in greater detail 
and also to describe the unique sources and 
procedures which were available there. 

The Kentucky volume contains a revision 
of Conference estimates for 1939 and 1947 
and more reliable estimates for 1950 and 
1951. The latter were made possible by 
improvements in statistical procedures and 
the availability of 1950 census data. 

County income data will be useful to 
government officials for a variety of gov- 
ernment purposes: to appraise relative need 
for grants-in-aid and resource development 
programs; to compare tax and debt leads; 
and finally to estimate relative ability to 
support joint state-local activities. Busi- 
nesses will also find such data valuable, par- 
ticularly in establishing marketing policies. 
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1954 CONFERENCE TO BE HELD AT BRETTON WOODS 


The next annual conference to be sponsored by the National Tax Asso- 
ciation will be held at Bretton Woods, New Hampshire on September 27 to 
October 1. Headquarters will be at the beautiful Mount Washington 
Hotel—the famous site of the recent International Monetary Conference. 
The New Hampshire mountains will be resplendent with color at this time 
of the year, and a fine conference is anticipated in this inspiring setting. 

Mr. John W. McConneloug of U. S. Steel Corporation, 1100 Minnesota 
Building, St. Paul 5, Minnesota, has been designated as Chairman of the 
Program Committee by President Connolly. Program suggestions are in- 
vited from the membership. 

RONALD B. WELCH 
Secretary 


NEW MEMBERS 


ALABAMA FLORIDA 


Mr. R. T. CoLiins Mr. JoHN A. GAUTIER 
Assistant Professor of Economics Assessor, Dade County 
Alabama Polytechnic Institute, Auburn Room 242 County Courthouse, Miami 


CALIFORNIA Mr. Jay G. GLYNN, Deputy Assessor 


oo. : ' : Intangible Division 
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37 rpm, <oanad r ats Room 242 County Courthouse, Miami 
703 Hall of Records 


Los Angeles 12 Mr. T. A. O’CONNor, Chief Deputy Assessor 
Mr. Josern S. SomERs Room 242 County Courthouse, Miami 
224 N. Canyon Drive 
Beverly Hills es 
Mr. JaMeEs H. WILSON, Jr. 
PURI T. OF COLUMBIA c/o Sutherland, Asbill & Brennan 
Mr. Henry BAnRk, Secretary 1516 First National Bank Bldg., Atlanta 
National Lumber Manufacturers Assn. 
1319-18th Street, N. W., Washington 6 ILLINOIS 
Mr. JAMes J. SAXON 


‘ 4 d Mr. Georce W. LuNoiIN, Tax Auditor 
Assistant General Counsel 


Chicago Bridge & Iron Company 


American Bankers Association 
1305 West 105th Street, Chicago 


719-15th Street, N. W., Washington § 
Mr. THeus J. Suen Mr. CHarces Z. MEYER 
Assistant Attorney & Tax Agent Vice President & Comptroller 
Fruit Growers Express Company The First National Bank of Chicago 
1101 Vermont Avenue, Washington 38 South Dearborn Street, Chicago 90 
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KANSAS 


Mr. J. J. GraBer, Tax Agent 
A. T. & S. F. Ry. Company 
Topeka 
Mr. Wirrrep H. Pine 
Professor of Agricultural Economics 
Kansas State College, Manhattan 


KENTUCKY 


Mr. KENNETH Back, Executive Assistant 
Kentucky State Dept. of Revenue 
Capitol Annex Bldg., Frankfort 
Mr. Gene H. Boszien, Public Accountant 
132 Chenoweth Larie, Louisville 7 
Mr, JAMes O. Bosweti, CPA 
Boswell & May 
Holland Building, Owensboro 
Mr. W. E. CHELLGREN, Tax Manager 
Ashland Oil & Refining Company 
1409 Winchester Avenue, Ashland 
Mr. Henry G. Davis, Executive Secretary 


Kentucky Wholesale Liquor Dealers Assn., Inc. 


332 Martin Brown Building, Louisville 2 
EASTERN KENTUCKY STATE TEACHERS COLLEGI 
Library, Richmond 
Mr. D. L. Evwis, Jr., Treasurer 
Western Kentucky Gas Company 
423 West 3rd Street, Owensboro 
Mr. Ep. P. Jackson, JR., Lawyer 
Wyatt, Grafton & Grafton 
300 Marion E. Taylor Bldg., Louisville 2 
Mr. THomas E. LasHmet 
Public Accountant 
509 Maplewood Drive, Owensboro 
Mr. J. R. MCCANDLESS, Assistant Treasurer 
Western Kentucky Gas Company 
Owensboro 
Mr. JaAMEs V. Marcum, Attorney 
Ashland Oil & Refining Company 
Ashland 
Mr. JAMEs N. RAVLIN, Attorney 
Brown & Williamson Tobacco Corp. 
1600 West Hill Street, Louisville 1 
Mr. Squire WILLIAMS 
Office of the Attorney General 
Commonwealth of Kentucky, Frankfort 
Mr. Cart W. Witte, Public Accountant 
Witte & Hook 
§23 Fourth Ave., Dayton 
Mr. L. C. J. Yaecer, CPA 
Yeager, Ford & Warren 
820 Kentucky Home Life Bldg., Louisville 


MASSACHUSETTS 


UNIVERSITY OF MASSACHUSETTS 
Goodell Library, Amherst 


MICHIGAN 


Mr. Paut E. Curran 
Secretary & Assistant Treasurer 
Micromatic Hone Corp. 
8100 Schoolcraft Ave., Detroit 4 
Mr. Kari Dwicnr GRecory 
287 Hague, Detroit 2 


MINNESOTA 


Mr. Freo C. Canby, Assistant Manager 
Ernst & Ernst 
1204 First National Soo Line Bldg., Minneapolis 
Mr. WaALtAce O. Dan 
Department of Taxation 
2142 Fremont Ave., St. Paul 6 
Mr. ROLLAND F. HAtrFie.p, Executive Assistant 
Northwestern Nat. Life Ins. Co. 
430 Oak Grove, Minneapolis 
Mr. Lewis G. KAHN 
Assistant Professor of Economics 
Hamline University, St. Paul 4 
Mr. JosepH M. Ropertson, Director, Tax Research 
Department of Taxation 
State Office Building, St. Paul | 
Mr. F. R. StRAsser, Tax Supervisor 
Oliver Iron Mining Division 
U. S. Steel Corporation 
Wolvin Building, Duluth 


MISSOURI 


Mr. GERALD M. LIvELy, Attorney 
Southwestern Bell Telephone Co. 
1010 Pine Street, St. Louis | 
Mr. Harry C. WILLIAMSON 
Real Estate and Tax Officer 
Union Electric System 
315 North 12th Blvd., St. Louis 1 


NEW HiAMPSHIRI 


Mr. KENNETH L, Cowan, Director 
Division of Legacies and Successions 
State Tax Commission 
State House, Concord 
Cot. Joun B. Evans, Commissioner 
State Tax Commission 
State House, Concord 
Jupce Onrver W. Marvin, Chairman 
State Tax Commission 
State House, Concord 


NEW YORK 


Dr. Marion A. Buck, Consultant 
State-Local Fiscal Relations 
N. Y. State Mental Health Comm. 
1098 Western Ave., Albany § 
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Mr. Joun C. Davinson, Director TENNESSEE 
National Association of Manufacturers 
14 West 49th St., New York 20 
Mr. Josepn J. LENNox 
Commissioner of Assessment and Taxation 
City of Yonkers TEXAS 
City Hall, Yonkers 
Mr. Rene T. Loupgpis, Tax Accountant 
National Dairy Products Corp. 
260 Madison Avenue, New York 16 
Mr. JaMEs MCCARTHY 
General Electric Co. 
1 River Road, Schenectady 


Mr. FLloyp Murpuy 
Ass’t Commissioner of Finance & Taxation 
State of Tennessee, Nashville 


Mr. WittiamM M. Rice, Ass’t Treasurer 
Transcontinental Gas Pipe Line Corp. 
P. O. Box 296, Houston 1 
Mk, Jake WATSON 
Assessor-Collector 
Beckville 
dintae WASHINGTON 
Mr. Ewen C. DINGwaLt, Executive Director 
Washington State Taxpayers Assn. 
6127 Arcade Bldg., Seattle 1 


Mk, CHo-Tinc MAo, Instructor 
Department of Economics 
The College of Wooster, Wooster 
“ Tuomas Emery’s Sons, INC. WISCONSIN 


P. O. Box 447, Cincinnati 1 
Miss CLARA PENNIMAN, Instructor 


OKLAHOMA Dept. of Political Science 


Ba. Wanven L Maweow University of Wisconsin, Madison 6 


Attorney, Tax Department CANADA 
Stanolind Oil & Gas Company 
P. O. Box 591, Tulsa 2 
Mr. T. W. HoLtann 
Ass’t Controller and Tax Manager 
Public Service Company of Oklahoma 
600 South Main Street, Tulsa 2 
Mr. L. L. Letnincer, Vice-Chairman 
State Tax Commission 
State Capitol, Oklahoma City JAPAN 
UNIversiry or Tursa Liprary 


7th and College, Tulsa Mr. TOKUE SHIBATA 
1 .288 Soshigaya 2-Chome 


PENNSYLVANIA Setagaya-ku, Tokyo 


Mr. GERALD S. BRYSON, Commissioner 
Social Security & Municipal Aid Tax 
Parliament Buildings 
Victoria, British Columbia 
Mk. GeorGe C, GATHERCOLE 
Provincial Economist 
Parliament Buildings, Toronto, Ontario 


Mr. J. D. Forp, Jx., Tax Attorney iin: eeu 
Bessemer & Lake Erie R. R. Co. 
1729 Frick Bldg. P. O. Box 536 Mr. ANTONIO LALOMA, JR. 
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Organized 1907 — Incorporated 1930 

OBJECT. The National Tax Association is a non-political, non-sectarian, 
and non-profit-making educational organization. Its object, as stated in its 
certificate of incorporation, is to educate and benefit its members and others by 
promoting the scientific study of taxation and public finance; by encouraging 
research; by collecting, preserving, and diffusing scientific information; by 
organizing conferences; by appointing committees for the investigation of spe- 
cial problems; by formulating and announcing, through the deliberately ex- 
pressed opinion of its conferences, the best informed thought and ripest adminis- 
trative experience available; and by promoting better understanding of the 
common interests of national, state, and local governments in the United 
States and elsewhere, in matters of taxation and public finance and interstate 
and international comity in taxation. 


MEMBERSHIPS. The Association welcomes to its membership, for 
mutual discussion and deliberation, all who may be interested in taxation and 
public finance generally. Annual dues are: memberships for individuals under 
35 years of age, $5; memberships for government agencies and educational in- 
stitutions and their personnel (provided they receive more than half of their 
income from such employment), $10; memberships for other individuals and 
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